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Coming-'n the December issue, we will 
publish the excellent and _ authoritative 
papers which are to be a part of the 
Ninth Annual Federal Tax Conference of 
the University of Chicago Law School. 
Commissioner Russell C. Harrington is 
scheduled to open the conference with an 
address on maintaining an effective Inter- 
nal Revenue Service. Here are a few of 
the topics to be discussed during the 
sessions: exempt organizations, will provi- 
sions, trusts and estates, thin incorporations, 
collapsible corporations and partnerships, 
business purchase agreements, executive 
compensation, corporate distributions and 
foreign business income. 


The December issue will also contain the 
1956 annual index. Articles appearing in 
TAXES this year will be indexed according 
to title, author and subject. 
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Administrative eco 


Last MONTH in this department, we told 
you of a case in which business expenses were allowed a tax- 
payer who kept a diary. Here is a case where a taxpayer kept 
an account book in which he entered expenses—but as he had 
no supporting receipts or invoices, his deductions were disallowed. 
—William Auerbacher, CCH Dec. 21,949(M), 15 TCM 1147. 


Ir ANY TAXPAYER thinks he can send a 
check marked “In full” and thereby stop the Commissioner from 
collecting more taxes, he is sadly mistaken, The law provides a 
method of negotiating closing agreements and compromises. 
These law sections set forth the conditions which must be met 


before any agreements become binding on the Commissioner.— 
Ray Howard, CCH Dec. 21,950(M), 15 TCM 1152. 


RetirreMENT BONUSES seek the elusive 
donative intent. A company agreed to pay a retiring officer and 
stockholder, in addition to his stock which it bought, $45,000 in 
installments of $625 per month, It was held that the payments 
were not gifts, as the taxpayer contended. Donative intention is 
not shown by the mere absence of legal liability to pay additional 
compensation. What upset the taxpayer’s apple cart in particu- 
lar was the fact that the corporation withheld income taxes on 
the payments—indicating that the company treated these pay- 
ments as wages.—Hampton Leedom, CCH Dec. 21,961(M), 15 
TCM 1180. See, also, Ruth Jackson, CCH Dec. 21,591, 25 TC 1106. 


A HUSBAND AND WIFE owned a hotel 
and a home. Because it was necessary, they often worked ’round 
the clock at the hotel so they ate and slept there. Being conscien- 
tious, they sought the advice and help of a revenue agent in the 
preparation of their returns. He told them that, though they were 
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partners and owners, they could take advantage of the “conveni- 
ence of employer” rule and exclude from their income such 
amounts as the meals and lodging cost. As to the partnership, 
they should deduct such amounts as business expense. The Com- 
missioner would not go along with this part, although there are 
Tax Court decisions to support the partners. 


There was a conflict of rules, and where that exists the Com- 
missioner will fight. Because such items were not income to an 
employee did not necessarily mean that where the employee and 
the employer were the same people (as in partnerships) such 
items were deductible as business expense. The Fourth Circuit 
held in favor of the Commissioner and reversed the Tax Court.— 
Commissioner v. Doak, 56-2 ustc J 9708. So did the Eighth Circuit 
in Commissioner v. Moran, 56-2 ustc § 9879. 


Rear ESTATE used for rental purposes is 
“trade or business” property. It should be depreciated. When 


sold, it cannot be called “capital asset” property.—Henry L. Stern 
Trust, CCH Dec. 21,955, 26 TC —, No. 152. 


THE TAXPAYER, a cotrustee, was charged 
with making a gift of her share of the corpus (stock), but since 
the transfer of the stock was made in settlement of a suit charging 
mismanagement, there was no donative intent. The transfer was 
made for adequate consideration under the 1939 Code.—/rma 


Lampert, CCH Dec. 21,963(M), 15 TCM 1184. 


SECTION 44 of the 1939 Code provides an 
election whereby a taxpayer is permitted to report gains from 
sales in installments over a period of years. When the taxpayer 
filed his return, he reported gain from a transaction. This was an 
election, and the taxpayer cannot later elect to report the gain 
on the installment basis.—Albert Vischia, CCH Dec. 21,922, 26 


TC —, No. 132, 


To SOME, this decision in this election year 
is important. It defines legislation as that term is used in the 
regulation which prohibits the deduction from income of expendi- 
tures to promote or defeat legislation. In this case the taxpayer, 
a wholesaler of beer, contributed money to an organization which 
worked for the defeat of an initiative measure which would have 
placed the sale of beer under state control. The taxpayer con- 
tended that this was an ordinary and necessary business expense. 


- 


Interpretations 


723 








724 


Is an initiative measure legislation? Yes. So the taxpayer’s 
expenditures were not deductible. In the coming November elec- 
tion, there will be initiative measures on the ballots in several 
states—the right to work and oil conservation and control are 
but two.—Cammarano v, U. S., 56-2 ustc J 9878 (DC Wash.). 


(soop WILL is not an asset which is ac- 
quired in a short period of time. One of the chief factors in the 
development and growth of good will is long-continued business 
under the same or similar name in the same community.—Fried- 


laender, CCH Dec. 21,920, 26 TC —, No. 130. 


Ir YOU WANT TO DEDUCT as interest 
payments made on preferred stock, here are some good rules to 
follow: (1) Don’t call it preferred stock. (2) Carry the stock on 
the books as indebtedness, not as capital stock. (3) Don’t agree 
that the “interest” is to be paid out of earnings. In Crown Iron 
Works, CCH Dec. 21,903(M), 15 TCM 1046, the corporation was 
owned by two families. One family bought the stock of the other 
on a well worked-out basis. One of the guarantees was that 
dividends at the rate of 5 per cent should be paid on the preferred 
stock. The corporation treated the dividends paid to the selling 
family as interest. The deduction wasn’t allowed. 


Ir A CORPORATION ceases doing business, 
is it still required to file an income tax return? The answer to 
this question depends upon whether it has assets or income. If 
the corporation has ceased business operations and it has no 
assets and no income, it need not file federal income tax returns, 
although it has not been dissolved until this time. If, however, 
the corporation has ceased business operations and has no income 
but has retained a small amount of cash for the stated purpose 
of paying the annual corporate state taxes in order to preserve 
its charter, it is required to file income tax returns.—Rev. Rul. 


56-483, I. R. B. 1956-39, 15. 


A CORPORATION paid, to the widow of an 
officer, his salary for three months after his death. Since there 
was no contractual agreement or no obligation on the part of 
the corporation to make such payments, they were intended to 
be—and, in fact, they were—a gift and were not taxable income 


to the widow.—Slater v. Riddell, 56-2 ustc § 9892 (DC Calif.). 
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New Supreme Court Justice... 


Supreme Court Docket... 
62,000 Treasury Cards Expire 


Washington Tax Talk 





The Supreme Court 


New Justice appointed.—The recent in- 
terim appointment of William Joseph Bren- 
nan, Jr., of Newark, New Jersey, Justice of 
the New Jersey Supreme Court, to a seat on 
the United States Supreme Court has been 
highly publicized in the nation’s press. 
Justice Brennan’s qualifications as a labor 
relations expert, trial attorney and judge 
have been told and retold. Little has been 
mentioned of his approach to tax matters. 
Readers who are curious as to the new Jus- 
tice’s scholarship in writing a tax opinion 
are referred to his decision in City of Pas- 
saic v. Passaic County Board of Taxation, 1 
CCH New Jersey Tax Cases § 200-017, 113 
Atl. (2d) 753 (1955). Justice Brennan’s 
opinion is an exhaustive study of New Jer- 
sey statutes concerning the authority and 
duty of the state’s division of tax appeals. 


Court action—At the end of the first 
week of its October, 1956 term, the Supreme 


Court granted certiorari in two of the 58 fed- 


eral tax cases (including four estate and gift 
tax cases) on its docket. With four cases 
on the 1956 docket already approved for 
hearing by the Court, the total federal tax 
cases granted certiorari numbers six. The 
Court also slashed the number of federal tax 
cases on its docket by half in denying cer- 
tiorari to 28 petitioners. 

The issues in the cases which the Court 
has committed itself to decide concern the 
rapid amortization of defense facilities, the 
carry-over of net operating losses in a 
merger, the classification for tax purposes 
of losses incurred by a taxpayer who has 
cosigned corporate notes, the taxability of 
an automobile club and the liability for taxes 
of sick benefits paid under a company-oper- 
ated insurance plan. 

Among the cases to which the Court re- 
fused to grant certiorari were seven involv- 
ing convictions of taxpayers on income tax 
evasion charges. In three of these, the tax- 


Washington Tax Talk 


payer contested the right of the government 
to use the net worth method of determining 
income. By denying certiorari, the Court, in 
effect, affirmed the decisions of the lower 
courts approving the government’s use of 
this method of detecting tax evasion. 

The four cases to which the Supreme 
Court had previously granted certiorari in- 
clude U. S. v. Allen-Bradley Company, 56-1 
ustc $9432 (Ct. Cls.), Docket No. 78; Lib- 
son Shops, Inc. v. Koehler, 56-1 uste § 9216 
(CA-8), Docket No. 64; National Lead Com- 
pany v. Commissioner, 56-1 ustc J 9290 (CA- 
2), Docket No. 124; and Putnam v. Commis- 
sioner, 55-2 ustc J 9604 (CA-8), Docket No. 
25. The two cases granted certiorari on 
October 8 include Automobile Club of Michi- 
gan v. Commissioner, 56-1 ustc J 9296 (CA- 
6), Docket No. 89; and Haynes v. U. S., 56-1 
ustc § 9475 (CA-5), Docket No. 257. 


Both the Allen-Bradley and the National 
Lead cases concern the rapid amortization 
of defense facilities. The question at issue 
is whether the courts have the right to make 
a determination of necessity replacing that 
already made by an administrative agency. 
In the Allen-Bradley case, the Court of Claims 
held the taxpayer entitled to rapid amortiza- 
tion of the entire cost of the facilities, al- 
though the certificate of necessity covered 
only a portion of the cost. In the National 
Lead case, the Tax Court had previously 
ruled that the emergency facilities were en- 
tirely amortizable where, again, the certifi- 
cate of necessity covered only a portion. In 
the intervening decision in the latter case, 
the Second Circuit held that neither the 
Tax Court-nor any other court could make 
a determination of necessity entrusted to the 
War Production Board. Although the Su- 
preme Court had previously backed the posi- 
tion of the Court of Claims when it denied 
certiorari in Ohio Power Company v. U. S 
55-1 uste J 9257 (Ct. Cls.), Docket No. Pe 
(October, 1955 Term), later denying re- 
hearing of its action on December 5, 1955, 
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it subsequently vacated its denial of a re- 
hearing on June 11, 1956. The Ohio Power 
case will probably be granted certiorari and 
the three cases decided together. In the 
Ohio Power case, the Court of Claims, in 
addition to holding the taxpayer entitled to 
rapid amortization of the entire cost, held 
that the attempted limitation in the certifi- 
cate of necessity is contrary to law. 


The merger case of Libson Shops, Inc. v. 
Koehler involved the merger of 17 corpora- 
tions, engaged in the same line of business 
and owned by the same stockholders, into 
the taxpayer corporation under Missouri 
law. The Eighth Circuit held that the tax- 
payer could not carry over the net operating 
losses sustained by three of the merged cor- 
porations (two in Illinois and one in Mis- 
souri) under the 1939 Code, since it was not 
the same corporation as any of the merged 
corporations, there being neither continuity 
of ownership nor continuity of business. 

That his loss resulted from a transaction 
entered into for profit under Section 23(e) 
(2) of the 1939 Code and not from a non- 
business bad debt under Section 23(k) (4) 
is the claim of the taxpayer in Putnam v. 
Commissioner. The Supreme Court will re- 
view the Eighth Circuit’s affirmation of the 
Tax Court’s finding against the taxpayer. 
In the Putnam case, the taxpayer signed 
notes as a comaker of a corporation’s bank 
loan. The corporation failed and its assets 
were sold, but the proceeds did not cover 
its indebtedness and the taxpayer was forced 
to make good on certain of the notes upon 
which he had acted as guarantor. 

Quite a number of issues are involved in 
the hassle of the Automobile Club of Michi- 
gan with the Commissioner. From 1934 
until 1945, the Commissioner had ruled that 
the automobile club was exempt, but then, 
in 1945, he revoked the exemption retro- 
actively, on the ground that where an auto- 
mobile club performs commercial services 
for its members, it is not an exempt club 
operated exclusively for pleasure or non- 
profit purposes. Since it was at no time 
exempt, it must reduce the basis of its assets 
by the amount of depreciation sustained 
during the period when it depended on 


earlier rulings. The Sixth Circuit upheld 
the Commissioner in these contentions and, 
also, in his contention that automobile club 
dues received in advance from its members 
are income in the year received and not in 
the year in which the services paid for are 
provided. 


Was the Fifth Circuit’s decision in the 
Haynes case “the triumph of form over sub- 
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stance” that the dissenting opinion claimed? 
The Supreme Court will have a look. In 
this case, the taxpayer had been the recipi- 
ent of sick pay under his employer’s disa- 
bility benefit plan operated exclusively by 
the employer without any funding by an 
insurance company. Before making the 
payments, the employer withheld the tax 
from the sick-leave benefits. The taxpayer 
sued to recover the tax under Section 22(b) 
(5) of the 1939 Code, which exempts “amounts 
received through . . . health insurance... 
as compensation for . sickness.” The 
circuit court held that Congress intended to 
limit the exemption to benefits received via 
an insurance contract between the employee 
and an insurer or between the employer and 
an insurer for the specific benefit of the em- 
ployee. It denied the exemption. 


A listing of the cases to which the Su- 
preme Court denied certiorari and a brief 
description of their subject matter follows: 
American Well & Prospecting Company, 56-1 
ustc J 9388 (CA-3), Docket No. 258 (excess 
profits tax—carry-back); Camp Wolters En- 
terprises, Inc., 56-1 ustc $9314 (CA-5), 
Docket No. 121 (basis of corporate assets); 
Cooper v. U. S., 56-2 ustc $9655 (CA-8), 
Docket No. 234 (criminal law—perjury at 
tax investigation hearing); Cory, 56-1 ustc 
7 9361 (CA-2), Docket No. 143 (transfer of 
copyright rights); Danz Charitable Trust, 
55-2 ustc 9723 (CA-9), Docket No. 145 
(exempt organization); Eggleton v. U. S., 
56-1 ustc $9108 (CA-6), Docket No. 116 
(income tax evasion); Faroll v. Jarecki, 56-1 
ustc { 9367 (CA-7), Docket No. 156 (com- 
modities futures sales); Ford v. U. S., 56-1 
ustc 9473 (CA-5), Docket No. 180 (in- 
come tax evasion); Funkhouser, 56-1 ustc 
7 9453 (CA-4), Docket No. 232 (Tax Court 
proceedings—stipulations); Goldstein Broth- 
ers, Inc., 56-1 uste $9442 (CA-7), Docket 
No. 250 (corporate reorganization); Herzog 
v. U. S., 55-2 ustc $9694 and 56-2 ustc 
7 9654 (affirmed on rehearing) (CA-9), 
Docket No. 208 (income tax evasion); 
Hoover v. U. S., 56-2 ustc 7 9622 (CA-3), 
Docket No. 264 (income tax evasion); 
Jockey Club v. U. S., 56-1 uste J 9243 (Ct. 
Cls.), Docket No. 202 (“business league” 
exemption); Johnson, 56-2 ustc J 9634 (CA- 
4), Docket No. 272 (deductible loss); Kauf- 
mann and Baer Company v. U. S., 56-1 ustc 
{ 9266 (Ct. Cls.), Docket No. 212 (LIFO 
inventory method); Liddon, 56-1 uste § 9268 
(CA-6), Docket No. 93 (“boot” taxed as 
income); Mammoth Coal Company, 56-1 ustc 
79106 (CA-3), Docket No. 80 (percentage 
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Facts of the Life Insurance 
Premium Payment Test 


By GERARD S. BROWN 


The premium payment test results in an unfair, discriminatory tax, Mr. Brown 
believes. Those who argue for its re-enactment maintain that it is 

an important source of Treasury income; Treasury figures do not support this 
contention. Congress, realizing the inequity of the test, omitted it from the 
1954 Code. The author feels that such an inequity should not be restored. 


QINCE THE ENACTMENT of the 1954 
J Internal Revenue Code it has been fre- 
quently suggested that the premium pay- 
ment test for taxing life insurance in the 
estate of the insured, or some modification 
of it, should be restored. The principal vari- 
ation which has been recommended is to 
exempt the cash surrender value from such 
tax and to tax the excess of proceeds over 
the cash value. In either case the under- 
lying thinking is the same; therefore, in 
this discussion we shall refer entirely to 
the premium payment test. The argument 
against the premium payment test applies 
equally to a tax upon any part of the pro- 
ceeds on policies not owned by the insured 
and not payable to his estate. 


Test Not Determinant 
of Testamentary Character 


In support of the premium payment test 
it is asserted that a life insurance policy is 
testamentary in character, 

A life insurance policy may have been 
acquired by transfer to the owner or the 


155-2 ustc { 11,564, 226 F. (2d) 381 (CA-7). 





Premium Payment Test 


owner may have an original title. In either 
case a life insurance policy owned abso- 
lutely by someone other than the insured 
does not meet any test of testamentary 
character. An absolute transfer of a life 
insurance policy is effective at the time of 
transfer and not at the time of the death of 
the insured; and, of course, a policy owned 
by an original applicant other than the in- 
sured has never even been the subject of a 
transfer by the insured. In either case the 
insured has no control and no incident of 
ownership. 

In Kohl and Harley v. U. S? the insured 
had made an inter-vivos gift of the policies 
to his children by assignment, retaining no 
incident of ownership. In holding the pre- 
mium payment test unconstitutional the 
court stated: 

“We are of the opinion that to construe 
and apply the two sections to the facts of 
this case as the government would have us, 
would necessarily result in their unconsti- 
tutionality. Such construction would re- 


quire that the insurance, regardless of its 
ownership at the time of the decedent’s 
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death, must be included in his gross estate. 
Such is not a tax on a transfer but rather 
a direct tax on proceeds without apportion- 
ment, as required by Article I, §2, Clause 
3 and Article I, $9, Clause 4 of the Con- 
stitution. A tax imposed on property or the 
income therefrom only by reason of its 
ownership is direct. Pollock v. Farmers’ Loan 
& Trust Co., 157 U. S: 429, Sie; Saee. 
Such taxes bear directly upon persons, upon 
their possession and enjoyment of rights, 
whereas indirect taxes are levied upon the 
happening of an event such as an exchange 
or transmission of property. Knowlton v. 
Moore, 178 U. S. 41 . .; see also Chase 
Nat. Bank of City of New York v. United 
States [1 ustc J 346], 278 U. S. 327; Scholey 
v. Rew . 0 VU. S: Bis’. BAe 
of Columbus, Ohio v. Davis [1 ustc ] 89], 
264 U. S. 47, 50 .; Saltonstall v. Salton- 
stall, 276 U. S. 260. 


“Tn the present case no transfer, no trans- 
mission of property rights in and to the 
policies in question, occurred upon the de- 
cedent’s death. After the father, in his 
lifetime, made a completed gift of the in- 
surance, reported it and paid the tax thereon, 
no interest remained in him. From that 
time, the assignees owned the policies and 
all rights in and to the same. “The assignees 
were in truth, not by any fiction, the abso- 
lute owners of the . policy.’ Bohnen 
v. Harrison [52-2 ustc { 10,876], 7 Cir., 
199 F. 2d 492, at page 494. They might 
have sold the policies and transferred to 
others any and all proceeds thereof. They 
might have surrendered them and received 
their cash value from the insurer. The as- 
signor could exercise no control over, no 
rights in these pieces of property, which 
he had completely transferred. To tax as 
a part of his estate something which was 
no longer his, is to do violence to our con- 





253-1 usrc 9217, 202 F. (2a) 94 (CA-7). 
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stitutional provisions. See Chase Nat. Bank 
of City of New York v. United States [1 
ustc { 346], 278 U. S. 327; Newman v. 
Com’r, 5 Cir., 76 F. 2d 449, certiorari denied 
296 U. S. 600. . . .” 


The reasoning in the Kohl opinion is crys- 
tal clear. It was a unanimous decision of 
the court of appeals sustaining the trial 
court. Four able judges have concurred on 
the unconstitutionality of the premium pay- 
ment test. However, it has not been re- 
viewed by the Supreme Court; the Treasury 


Department has declared nonacquiescence, 
and it appears that proponents of the 
premium payment test will try for a revision 
of Section 2042 to include it. 

The constitutionality of the premium pay- 
ment test appears vulnerable on yet an- 
other point. “Testamentary in character” 
is a question of fact according to facts in 
a given case. In Commissioner v. Clark? it 
was held that: 


“In contrast to a rebuttable presumption, 
which only states a rule of evidence and 
which opposing party is entitled to over- 
come by proof, conclusive presumption does 
not establish rule of evidence but declares 
rule of substantive law.” 


See also Schlesinger v. State of Wisconsin 
and Heiner v. Donnan.’ 


The premium payment test in the Internal 
Revenue Code would make it a conclusive 
presumption that life insurance is testa- 
mentary in character. That appears con- 
trary to the right to rebut and of due 
process under the Fifth Amendment. 


Life Insurance Policy Is Contract 
of Indemnity 

The real nature of life insurance was 
clearly stated by the United States Su- 


*270 U. S. 230, 46 S. Ct. 260, 70 L. Ed. 557, 
and 3 ustc { 913, 285 U. S. 312, 52 S. Ct. 358. 
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preme Court in U. S. vw. Supplee-Biddle 
Hardware Company. The Court said: 


“Life insurance in such a case is, like that 
of fire and marine insurance, a contract of 
indemnity. The benefit to be gained 
by death has no periodicity. It is a substi- 
tution of money value for something per- 
manently lost, either in a house, a ship, a 
life.” 

Similar reasoning may be found in New- 
ell et al. v. Commissioner and in Emeloid 
Company, Inc. v. Commissioner’ 


When a person other than the insured 
owns life insurance, the insured possessing 
no incident of ownership, nothing is trans- 
ferred because of the death of the insured. 
Far from being a transfer, death merely 
matures the right possessed by the policy 
owner to be indemnified for an irreparable 
economic loss. 


Life Insurance Is Reserve 
Against Human Obsolescence 
Fundamentally, life insurance is a reserve 
against obsolescence of personal earning 
power which may be extinguished by death 
at any moment. When personal earning 
power is used up, it cannot be replaced; it 
cannot be replenished. Losses, through ob- 
solescence and exhaustion of physical assets, 
are provided for by contributions to re- 
serves. Life insurance premium payments 
are contributions to a reserve for human 
obsolescence. 


Leading businessmen and economists 
have testified to the economic value of hu- 
man life. In Principles of Economics Dr. F. 
W. Taussig of Harvard University states: 

“If there were any indefinitely extensible 
supply of able businessmen no one of them 
could secure high earnings.” 

In Economics of Life Insurance Dr. S. S. 
Huebner of the University of Pennsylvania 
states: 


“Life values are more important in the 
aggregate than all property values. Were 
it not for life values there would be no 
property values.” 

Many more similar views by other au- 
thorities of high rank could be quoted. 

The thousands of policies which owners 
of businesses have taken on the lives of 
key employees testify to the attitude of 
business with respect to the value of human 
life in the operations of a successful enter- 
prise. What is true of a business is many 





times more so in the case of the earning 
power of a breadwinner whose wife and 
children rely upon his earnings. 


By building into himself an earning power 
through education or experience, or both, 
the head of a family in any walk of life has 
created a capital asset. But he and his fam- 
ily need time for him to realize upon it. 
The family dependent upon him and in 
many cases the property dependent on his 
continued life, his sound judgment, his 
training and ability suffer a loss at his 
death which can be only partly compensated 
for by the amount of life insurance available 
to him. That amount is restricted by two 
factors, the ability to pay for it and insur- 
ance company underwriting limits. A man 
with an earning power of x dollars per year 
and an earning expectancy of 25 years will 
realize at least 25x dollars if he lives. Dis- 
counted at 3 per cent per annum, that has 
a commuted value to his family of 17.9x 
dollars. He may indeed increase his eco- 
nomic value to an earning power of several 
times x dollars, in which event its capital- 
ized value would increase proportionately. 
There is not enough life insurance available 
on any one life to furnish anything like the 
amount of the loss; it will indemnify only 
a fraction of the extinguished economic 
value. 

Senator Walter F. George, who was for 
many years the distinguished and able 
chairman of the Senate Finance Committee, 
stated in a recent magazine article: 


“For earned income no special allowance 
is provided as in the case of physical assets 
—such as the allowance for depreciation 
and depletion or gains from the sale of 
capital assets. In the case of taxpayers 
whose earning capacity may diminish as 
they grow older, there is no compensating 
allowance in our tax system comparable to 
depletion and depreciation allowances for 
the deterioration of physical property.” 


Clearly, life insurance is indemnity. It 
was the need for such indemnity which in- 
spired the first life insurance, and through- 
out its growth and development indemnity 
has always been the major motive in its 
purchase. For the widow and children, it 
is to indemnify them for the loss of the 
breadwinner. To the business, it is indem- 
nity for the loss of contribution of earnings 
and progress by a capable officer or owner. 
And to the man of property, it is indemnity 
for estate shrinkage caused by death. But 
always it is indemnity for the loss of earn- 





*1 ustc 7 95, 265 U. S. 189, 44 S. Ct. 546. 
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53 ustc { 1141, 66 F. (2d) 102, and 51-1 ustc 
f 66,013, 189 F. (2d) 230. 
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ing power or loss of capital caused by the 
death of the insured. 


Merely because the insured supplied the 
cash through gifts which paid the premiums, 
is it fair or equitable that people who have 
so clear an insurable interest should be sub- 
jected to the charge of an estate tax upon 
a contract of indemnity which they own? 
In support of the premium payment test it 
has been asserted that death proceeds of a 
life insurance policy are a “windfall” to the 
beneficiary. Just why a family which has 
lost a husband and father would regard his 
life insurance as a “windfall” is not entirely 
clear. 


Life Insurance Provides 
Small Business with Liquidity 


During the past 12 or 15 years a great 
deal of concern has been felt over the eco- 
nomic position of small business. The 
amount of thought and discussion which 
has taken place on this topic is evidence of 
the importance of small business to the 
American free enterprise economy. Small 
business in the aggregate furnishes a very 
large proportion of the national income in 
goods and services and employs a substan- 
tial part of its labor. There is general agree- 
ment that it should be encouraged to preserve 
itself rather than be absorbed or destroyed. 
Many of the enterprises classified under the 
general heading of small business fall in 
groups of six-figure and seven-figure net 
worth. With few exceptions the ownership 
is closely held either in the form of a cor- 
poration, a partnership or sole proprietor- 
ship. The owners are likely to have estates 
taxable in the estate tax. 

In addition to the capital and operating 
financial problems of these concerns which 
are part of the solid backbone of American 
industry, the owners have the task of pro- 
viding sufficient liquidity in their estates to 
finance the estate tax without knowing in 
advance when it will fall due. To the nor- 
mal growth of business there have been 
added problems arising from greatly in- 
creased taxation and a constant rise in 
operating costs. In the face of these de- 
mands for growing plant capacity and more 
working capital it has been not only difficult, 
but in many cases impossible, to take sub- 

stantial funds out of a business for liquid 
’ investment. There has been a great amount 
of comment, some critical, over the increas- 
ing number of business mergers and pur- 
chases of smaller corporations by big business. 


In a large number of these cases it has been 
an urgent and sometimes desperate need for 
liquidity in the owners’ estates which has 
left no other course open. This is not said 
in criticism of the estate tax, but is men- 
tioned for the purpose of pointing up some 
of the problems which have grown out of it. 


A United States Senate Special Commit- 
tee to Study Problems of American Small 
Business stated in its report to the Eighty- 
first Congress: ° 


“The Federal Trade Commission in the 
summer of 1948 published A Summary Re- 
port on the Merger Movement. This report 
found that during the period 1940-47 more 
than 2,450 formerly independent manufac- 
turing and mining companies have disap- 
peared as a result of mergers and acquisitions. 
This is represented as a minimum estimate. 
It is stated that these companies have an 
aggregate asset value of 5.2 billion dollars. 
This would mean that the average asset 
value of each company is a shade over 2 
million dollars. It is the combined pressure 
of the income- and estate-tax structure 
which forces independent owners of busi- 
nesses of this size to sell out to larger com- 
panies. The Treasury forces these mergers 
and the Federal Trade Commission com- 
plains about them and seeks to set up a 
legal barrier. 


“By way of example, take a company 
smaller than the average of those cited by 
the Federal Trade Commission, with a net 
worth of $1,000,000. A company of this size 
might have about 150 employees, since the 
average investment required for 1 employee 
is now running well over $6,000. Assume 
that it earns after corporate taxes $100,000 
a year, which would be 10 per cent of its 
capital. Of this, $50,000 is retained in the 
business for growth and contingencies and 
$50,000 is distributed in dividends. The 
owner draws a salary of $20,000 a year. Out 
of his total income of $70,000 a year, a single 
man would pay about $38,000 in taxes and 
keep about $32,000. A married man would 
pay about $30,000 and keep about $40,000. 
The State and Federal estate tax on a busi- 
ness worth $1,000,000 may be over $300,000, 
whether it strikes entirely on the owner’s 
death or on the death of the owner and the 
subsequent death of his wife. If the owner 
of the business was able to save from 
$10,000 to $20,000 a year, living on $20,000 
a year, it would take him from 15 to 30 
years to build up a fund to pay the estate 
tax on his business. 





* Final Report of the Special Committee to 
Study Problems of American Small Business, 
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United States Senate, 81st Cong., 1st Sess., Rept. 
No. 46, pp. 19-21. 
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“Most individuals don’t build up this kind 
of a business until they are beyond 40. Since 
all previous savings are apt to have been 
put into the business, the likeliest practical 
solution for the financial dilemma in which 
such an owner finds himself is to convert 
his ownership to cash or some kind of liq- 
uid security by selling out to a larger 
company. If he continues to own the busi- 
ness, he is multiplying the hazard which at 
best inheres in passing it on to new man- 
agement by leaving the new owners with 
a substantial cash liability against their own- 
ership of the business. In fact, if he did 
succeed in building up $300,000 to pay the 
estate tax on his business, he would then 
have to find another $125,000 to pay the 
estate tax on his estate-tax money. 


“To put it another way, to finance the 
continuation of his business in independent 
ownership after his death, the owner has 
to somehow find more than $500,000 in cash 
out of an after-tax personal income of 
$30,000 to $40,000 a year. This situation is 
by far the most powerful force in promot- 
ing mergers and concentration of industry 
today.” 


The committee followed this with three 
recommendations, one of which said: 


“Give life insurance the same estate-tax 
treatment as any other form of property. 
If the owner of a business provides for 
payment of estate tax on his death by giv- 
ing his son $3,000 a year, there is no estate 
tax on the money thus transferred. If he 
gives his son $100,000 in cash, there is a gift 
tax but no estate tax. The son has $100,000 
less gift tax free and clear for payment of 
estate tax. However, if the son is given 
$3,000 a year to pay premiums on a life- 
insurance policy covering the father’s life, 
the insurance proceeds are piled on top of 
the father’s other property and subject to 
estate tax. Removal of this discrimination 
against one type of property, life insurance, 
would facilitate putting the heirs of owners 
of independent businesses in a position to 
meet estate tax obligations and to carry 
on the business free of extraordinary 
obligations.” 


Tax in Estate of Insured 
on Policies Not Owned by Insured 
Is Inequitable and Discriminatory 


Owners of closely held corporations have 
been provided witb some relief under Code 
Section 303. A co’ poration may carry suf- 
ficient life insurance on a stockholder to 
redeem the amount of stock necessary to 


Premium Payment Test 


A consequence of the premium payment 
test in the 1939 Code was that it 

acted as a deterrent to the purchase 

of life insurance in many cases in 

which the need for it was unmistakably 
clear. Men refused to buy adequate 
amounts because the proceeds would 
be reduced by 28 to 49 per cent 

or more by the estate tax. 


fund administration costs and taxes. Such 
provision is not possible in the case of a 
partnership or a sole proprietor. And even 
in close corporations it may be desirable 
to retain some proceeds of life insurance in 
the business rather than use them for stock 
redemption. Why should it not be possible 
for a man to make gifts to his family of 
life insurance policies and of the premiums 
on them free of tax in his estate? This 
enables the family to advance money to the 
executor and prevent the sacrifice sale of 
assets. Proponents of the premium payment 
test would permit a man to make gifts and 
set up reserves for this purpose without a 
tax in his estate in any other way except life 
insurance; yet no other method except life 
insurance will provide the required amount 
of cash at all times. It is noteworthy that 
this inequitable treatment, in addition to its 
attrition. of the insurance owned by the 
family of the businessman, also would pen- 
alize the professional man as well as the 
executive who has no proprietary interest 
but who may have accumulated a taxable 
estate. 


This singling out of life insurance for spe- 
cial tax treatment constitutes a unique dis- 
crimination against life insurance, as compared 
with other assets. And one effect of the 
premium payment test would be to permit 
a wife with independent means to own life 
insurance on her husband’s life; by paying 
premiums with her own funds the premium 
payment test would not apply and proceeds 
would not be taxable to the estate of the 
insured. Oddly, this is a discrimination in 
favor of the very wealthy. 


Merely Because It Is Life Insurance, 
Transfer Is Not in Contemplation of Death 


Transfers which are the subject of this 
article are those which are not the subject 
of contemplation of death. Any transfer 
within three years of death must be tested 
by the rule in Section 2035(b). There is a 
dominant living motive in a gift of life in- 


731 








surance. The satisfaction and comfort of 
mind of knowing that a family will not be 
confronted with the problem of liquidity, 
that business and personal financial plans 
are free from that difficulty and can be car- 
ried out in a normal way, that the life in- 
surance is flexible enough to take care of 
emergencies, or to augment incomes of 
others when the breadwinner retires are 
living motives which eliminate the contem- 
plation-of-death question in these cases. 


Test in 1939 Code 
Deterrent to Adequate Coverage 


One striking consequence of the premium 
payment test in the 1939 Code was that it 
acted as a deterrent to the purchase of life 
insurance in many cases in which the need 
for life insurance was unmistakably clear. 
In such situations men simply refused to 
buy adequate amounts because the proceeds 
would be reduced by 28 to 49 per cent or 
more by the estate tax. The result of this 
frame of mind is vividly illustrated in statis- 
tics of Treasury income. 

The following figures are from the United 
States Treasury Department Statistics of 
Income for 1949, Part 1. 


Estate Tax Returns Filed During 1950 


This is the latest published tabulation 
showing life insurance figures: 


Number of returns 25,858 
Number of taxable returns 17,411 
In thousands of 
dollars 

Total gross estate $4,918,094 
Adjusted gross estate 2,126,181 
Marital deductions total 799,597 
Marital deductions in tax- 

able estates 564,941 
Gross life insurance 356,819 
Tax-exempt insurance ... 129 
Insurance in nontaxable 

estates 97,155 
Gross taxable insurance 259,535 
Cash 524,604 


These figures strikingly show the de- 
terring effect of the premium payment test 
upon the purchase of life insurance. As a 
group, the decedents were grossly under- 
insured. The insignificant total of $129,000 
of tax-exempt insurance further underlines 
the point. They just refrained from taking 
adequate amounts of insurance because of 
estate tax inroads on proceeds. The tax- 
able insurance amounts to about 12 per 
cent of the value of the total adjusted gross 
estates. Meanwhile these same decedents 
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had made inter-vivos gifts of other property 
totalling $164,277,000. Of this total, $494,000 
were transfers included in the gross estates, 
making net inter-vivos gifts of $163,783,000 
exempt from estate tax. 

Urgent needs for cash were: 


In thousands of 
dollars 

Funeral and administration 

expetiges © 62! $ 223,142 
Debts and mortgages.... 296,015 
Support of dependents... 30,557 
Religious, charitable and 

public bequests ........ 205,863 
Federal estate taxes . 483,520 
Foreign death duties..... 965 
Total . ... $1,240,062 


State tax figures are not included in this 
tabulation of cash needs because exact in- 
formation is lacking. A tax credit for state 
taxes is shown at $48,940,000. Obviously 
the actual disbursements for state taxes 
were larger than the credit. It seems con- 
servative to assume that these could bring 
the total cash needs to $1,350,000 or more. 
Specific bequests in cash would add further 
to the cash-required figure by an unknown 
amount. That is offset by an indeterminate 
amount of the long-term debt in “debts and 
mortgages.” No amounts are included for 
either of these items. 


To meet these needs the estates had cash 
on hand of $524,604,000. There was also 
$356,948,000 of life insurance, part of which 
was available to executors or administra- 
tors of these estates depending upon the 
method of settlement in each policy. Obvi- 
ously this amount cannot be estimated. In 
a group of this kind all degrees of liquidity 
will be found but, generally speaking, it is 
clear that a large number of these estates 
must have been drained of cash, life insur- 
ance proceeds, and highly liquid assets, if 
any, to meet their cash obligations. Also, 
there must inevitably have been a number 
of distress situations as a result of this 
drain, or because of a lack of liquidity, or 
both. 

Certainly some of these estates were very 
solvent and liquid, but clearly a great deal 
more life insurance was needed by a great 
number of individuals in this group. The 
average amount of insurance was only about 
$13,700 per individual. If part of the 
$163,783,000 of estate-tax-exempt inter-vivos 
gifts of these decedents had been invested 
in life insurance, the available cash would 
have been nearer the amount needed to 
keep these estates intact, and indeed in 
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many cases to keep businesses in operation 
on a normal basis with normal employment. 
If such life insurance had been owned by 
person other than the decedents, it would 
have made no difference in Treasury income 
because it had gone out of the taxable es- 
tates anyway in the form of cash or prop- 
erty. But people avoided buying needed 
life insurance with gift funds because of the 
costly estate tax consequences of the pre- 
mium payment test. 


Since the enactment of the 1954 Code, 
men have been more willing to pay pre- 
miums on adequate amounts of insurance, 
because through ownership by other mem- 
bers of the family it could be kept out of 
their taxable estates to serve fully the useful 
social and economic purposes for which the 
insurance is intended. 


Omission of Test 
in Interest of National Economy 


Projection of the above Treasury income 
statistics indicates that probably one million 
or more Americans now living will die 
within the next 40 years leaving taxable 
estates. While it is difficult to estimate, it 
is reasonable to assume that 50 or 60 per 
cent or more of them are contributing or 
will contribute substantially to the national 
economy in the production of goods and 
services and in the management of enter- 
prises which create and maintain employ- 
ment for several million people. The premium 
payment test levied a discriminatory tax 
which hampered personal finances and plans 
for families and discouraged incentive by 


LOST ‘‘WHIPSA 


When a horse-race bettor “whip- 
saws” his bet, he place an initial sum 
on one horse with an “if” clause that 
if horse A wins he will then place a 
fixed portion of his winnings as a par- 
lay on horses B and C. If horse A 
loses, the bookie benefits not only by 
his winnings but also in a saving of 
taxes. 

The bookie’s tax benefit comes 
about because the “whipsawed” bet is 
a combination of an initial bet and a 
parlay, with the parlay contingent 
upon the winning of the initial bet. 
If horse A loses, the bettor’s initial 
stake is lost and, of course, the par- 
lay bet is never made. The bookie, 
therefore, is liable only for a tax on the 
initial wager. If the initial bet is 


Premium Payment Test 


unjustly singling out for special burden- 
some tax treatment the soundest method 
for dealing with a major financial problem. 


It has been argued that the premium pay- 
ment test should be restored because it 
results in a substantial loss of Treasury 
income. The amount of the loss is difficult 
to prove statistically, but the foregoing 
Treasury income figures are evidence that it 
cannot be very great. What did Treasury 
income gain by the premium payment test? 
Of the $259,535,000 of taxable insurance, 
some part qualified for the marital deduc- 
tion. It seems conservative to estimate that 
this reduced the net taxable amount to $200 
million or less, or roughly at most 9 per 
cent or 10 per cent of the total tax liability. 
But Treasury income cannot lose even that 
amount because many men for personal rea- 
sons are determined to retain ownership of 
their old insurance for the same motives 
which lead men to hold control of property. 

Regardless of the amount involved, it is 
not the spirit of the Congress of the United 
States to levy an unfair or discriminatory 
tax. The judicially declared lack of consti- 
tutionality and the social and economic 
implications of the premium payment test 
are cogent and convincing reasons why it 
should not be re-enacted. Equally forceful 
against it is the question of equity. Con- 
gress recognized the inequity of the pre- 
mium payment test when it omitted it from 
the 1954 Code. Surely there is every reason 
to feel confident that Congress will not 
restore an inequity, either as the premium 
payment test or in some other form. 


[The End] 


"" BET BENEFITS BOOKIE TWO WAYS 


won, however, the amount previously 
set by the bettor to be applied to the 
parlay bet is also taxable to the bookie, 
whether the parlay is won or lost. 


Under the tax laws, as explained in 
Regulations 132, Section 325.26, if, 
instead of “whipsawing” his bet, the 
bettor had made the condition that if 
horse A won, then he would wager a 
fixed sum on horse B and another 
fixed sum on horse C, three, rather 
than two, separate wagers would be 
held to have been made if horse A 
won. Kcgardless of the outcome of 
the conditionai wagers, the bookie 
would be liable for a 10 per cent tax 
on all three bets. 


Anybody for being a bookie? 
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Keeping Control of the Spray Trust ff! 





Income Tax Problems 


The drafter of a ‘‘spray"’ or ‘‘sprinkling’’ inter-vivos trust must seek to 
place the discretionary power in a person who is acceptable to 

the settlor, avoiding, at the same time, taxability 

to the settlor on the income of the trust because of his contro! over the 


disposition of it. 


The author, a member of the Boston law 


firm of Brown, Rudnick & Freed, discusses applicable sections of the 
1939 and 1954 Codes and certain cases bearing upon the problem. 


HE so-called “spray” or “sprinkling” 

inter-vivos trusts’ have achieved a certain 
prominence by virtue of their tax avoidance 
possibilities and the resultant efforts of the 
Treasury and the Congress to preclude 
avoidance. Quite apart from the tax effects, 
however, such trusts are a valuable and 
desirable tool for estate planning.? The term 
“spray” or “sprinkling” trust refers to one 
in which the interests of some or all of 
the beneficiaries are not fixed; distribu- 
tions among them are in the discretion of 
the trustees. The discretionary power may 
relate to the income or the corpus or both, 
or to only a portion of income or corpus. 
A common type of spray trust is the 
so-called “grandfather” trust under which 
the grantor transfers property to trustees 
and gives them the power to distribute 
income and/or corpus to his grandchildren. 
Ordinarily, the beneficiaries of such trusts 
do not depend on distribution from such 
trusts for their livelihood. The discretionary 
powers permit the trustees not only to 
meet any unforeseen needs that may arise 
but also to react to other family problems 
or desires. 

The 1954 Code, as did prior law, makes 
the grantor of such a trust. taxable on its 
income if he directly, or through a sub- 
ordinate trustee, controls the disposition 
of the income or corpus of the trust. The 
principal tax problem facing the drafter, 





1The terms ‘‘spray’’ and 
used interchangeably herein. 

2 Mannheimer, Wheeler and Friedman, ‘‘How 
to Use Sprinkling Trusts,’’ 32 Taxes 532 (July, 
1955). 
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therefore, is to lodge the discretionary 
power in a person acceptable to the settlor, 
avoiding, at the same time, taxability to 
the settlor on the income of the trust 
because of his control over the disposition 
of the income. 


1954 CODE PROVISIONS 


The 1954 Code has enacted into statutory 
law definite rules covering such trusts, 
following, for the most part, Helvering v. 
Clifford® and the Clifford regulations * under 
the old Code. Under the Code an easy 
answer to the tax problem is to appoint as 
cotrustees a member of the family and a 
corporate trustee.” Such an arrangement 
has many virtues from the point of view 
of the settlor, since a corporate trustee, on 
discretionary matters, would normally rely 
on the advice and desires of the member 
of the family. Nevertheless, many settlors 
are understandably hesitant to surrender 
to an impersonal corporation the power to 
make decisions concerning the well-being 
of their families. In addition, there may be 
cost considerations, in the case of smaller 
trusts, where the alternative might be to 
choose trustees who will serve without 
compensation. 

Therefore, the question arises as to whether 
there are alternatives provided by the new 
Code whereby discretion may be reserved 
to members of the family only. A few words 


* 40-1 uste § 9265, 309 U. S. 331. \ 


* Regs. 111, Sec. 29.22(a)-21. 
5 Sec. 674(a), (c). 
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as to the unique organization of the relevant 
sections of the Code will aid in the dis- 
cussion which follows.’ Sections 671 through 
678, which comprise Subpart E, deal with 
the instances in which the income of a 
trust will be taxable to the grantor or any 
other person as owner of the property. 
Section 671 provides that these sections 
shall, in a sense, be exclusive, by providing 
that income of a trust may not be imputed 
to a grantor or any other person by virtue 
of his dominion or control over the trust 
except as provided in Sections 671 through 
678. This precludes the type of theory 
successfully asserted by the Commissioner 
in the Clifford case, where, although the 
trust was not taxable under the trust pro- 
visions of the Code (Sections 166 and 167 of 
the 1939 Code), the general definition of 
income was said to include income of a 
trust over which the grantor had substantial 
control. 


Section 672 sets forth the definitions of 
the important terms in Subpart E. The 
remaining sections, with one exception, com- 
mence with a general rule followed by 
various exceptions. The intent of the statute, 
therefore, appears to be to insure that 
grantors or others will be safe in assuming 
that they will not be taxable if their trusts 
either are not included within the general 
rules or are included within the exceptions. 


Spray trusts are governed by Section 674 
under which the general rule is: 


“The grantor shall be treated as the 
owner of any portion of a trust in respect 
of which the beneficial enjoyment of the 
corpus or the income therefrom is subject 
to a power of disposition, exercisable by 


*For a general discussion of the provisions 
of the 1954 Code applicable to spray trusts, see 
Nance, ‘‘Taxation of Trust Income to Grantors 
and Others as Substantial Owners of the Prop- 
erty,’’ 33 TAXEs 899 (December, 1955). 

1 The latter subsection uses the language ‘‘defi- 
nite external standard’’ which appeared in the 
Clifford regulations. No reason suggests itself 
for the difference in language, which appears to 
be an ovérsight on the part of the drafters. 
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the grantor or a nonadverse party, or both, 
without the approval or consent of any 
adverse party.” 


Power Limited by Definite Standard 


Sections 674(b)(5) and 674(d) except a 
power to spray corpus or income if the 
power is “limited by a reasonably definite 
standard which is set forth in the trust 
instrument.” * One limitation, when dealing 
with a trust where trustees have power to 
spray both corpus and income, is that the 
grantor’s spouse may not be a trustee.’ 


This exception will prove effective where 
the settlor’s purposes may be stated objec- 
tively. It is best adapted to situations 
where the trust is intended to provide an 
income to adult beneficiaries and to insure 
that they will be able to meet their basic 
needs and any emergencies that may arise. 
The fact that the statute lays down a 
general standard may create some doubt as 
to whether any particular standard is suffi- 
ciently “definite.” But guidance may be had 
from the fact that this language is an 
enactment into the 1954 Code of the law 
developed under the Clifford regulations ; and 
prior cases and the legislative history can 
be relied upon to furnish some standards 
that are acceptable.” A power to distribute 
in order to provide for the “maintenance 
and support” or for other specified needs of 
the beneficiary are examples. The mainten- 
ance of an accustomed standard of living 
appears also to be a proper standard.” 

This exception is not satisfactory in many 
types of spray trusts, however. Beneficiaries 
of spray trusts are frequently well pro- 
vided for by means other than the trust. 
They may be minor children in a well-to-do 
family group with other sources of income. 
A power limited to providing for support 
or other needs of the beneficiaries would 
accomplish very little in such a situation. 
Even where the standard is considerably 
broader, such as the maintenance of the 
standard of living of the beneficiaries, the 
trust would have limited usefulness where the 
beneficiaries had other substantial resources. 
Furthermore, the inclusion of an objective 
standard limiting the exercise of discretion 
presupposes that the settlor’s purposes may 


5 Sec. 674(d). 

°S. Rept. No. 1622, 83d Cong., 2d Sess. (1954). 

1 Jennings v. Smith, 47-1 usrc $10,551, 161 
F. (2d) 74 (CCA-2). This case dealt with the 
inclusion of the trust property in the grantor’s 
estate under Sec. 811(e)(2) of the old Code, but 
it would be persuasive authority on the matter 
here discussed. 
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be objectively stated. As pointed out above, 
however, the purpose of such a trust may 
be to place in the hands of trusted members 
of the family a fund to be disposed of as 
family interests dictate. Under such cir- 
cumstances any objective standard might 
defeat one of the main purposes of the 
trust. 


Retention of Power to Change Trustee 


Although it has been noted above that the 
settlor may be reluctant to grant a discre- 
tionary power to a nonfamily member, he 
may be encouraged to do so if he can retain 
the right to substitute trustees at will. This 
would be particularly true if, by so doing, 
he could eliminate the necessity of limiting 
the power by an objective standard. Prior 
to the enactment of the 1954 Code, such a 
retention would have rendered the income 
taxable to the grantor.” 

Under the 1954 Code, the trust would 
come under the general rule of Section 
674(a) since the trustee would be a non- 
adverse party. But Section 674(c), an 
exception dealing with independent trustees, 
appears to be squarely applicable to the 
situation. It provides that with respect to 
a power to spray income or corpus: 


“Subsection (a) [general rule] shall not 
apply to a power solely exercisable (without 
the approval or consent of any other person) 
by a trustee or trustees, none of whom is 
the grantor, and no more than half of whom 
are related or subordinate parties who are 
subservient to the wishes of the grantor.” 


The key to the above exception obviously 
lies within the meaning of the words “related 
or subordinate parties.” If a trustee who 
may be substituted at will by a settlor is 
not a related or subordinate party, then it 
is possible for a settlor, without adverse tax 
consequences, to appoint as trustee one 
member of his family (including his spouse) 
and a corporate trustee which he could 
substitute at will. 


The key term is defined by Section 672 
(c), which states: 

“For purposes of this subpart, the term 
‘related or subordinate party’ means any 
nonadverse party who is— 

(1) the grantor’s spouse if living with 
the grantor; 

(2) any one of the following: The grantor’s 
father, mother, issue, brother or sister; an 
employee of the grantor; a corporation or 


“For example, Warren H. Corning, CCH 
Dec. 21,189, 24 TC —, No. 100 (1955). 
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Ordinary prudence in dealing with 
Clifford-type trusts dictates 

that the grantor should not be a 
trustee if it can be avoided. 


any employee of a corporation in which the 
stock holdings of the grantor and the trust 
are significant from the viewpoint of voting 
control; a subordinate employee of a corpo- 
ration in which the grantor is an executive.” 

A party is not considered related or 
subordinate merely by virtue of the fact 
that the grantor has the power of substitution. 


It would appear, therefore, that the 
settlor need only insure that at least half 
of the trustees are not within the classes 
named. The effect of the arrangement 
would be to insure to the settlor complete 
control over the disposition of the corpus 
or income. An independent corporate trustee 
would normally defer in discretionary matters 
to the other trustee who is a member of 
the family and who in turn would normally 
be subservient to the wishes of the settlor. 
When there is added the power in the 
settlor to remove the independent trustee, 
the likelihood of the trustee disagreeing 
with the settlor is virtually nil. The mere 
power of substitution would be sufficient to 
discourage disagreement. In the unlikely 
case of disagreement, the settlor could 
merely exercise his power of -substitution. 

In an effort io close this loophole, the 
Treasury has provided in the proposed 
regulations that discretionary powers do not 
fall within the exception of Section 674(c) 
“if their exercise by the trustees 
requires the approval or consent of the 
grantor. For example, a power in an inde- 
pendent trustee to allocate income among a 
class of beneficiaries will not qualify under 
Section 674(c) if the grantor has the power 
to remove the trustee without cause and to 
substitute any other person.” ” 

Although the regulation accords with the 
broad theory underlying the statutory lan- 
guage, it is just as true that the drafters 
of the Code intended a detailed and com- 
plete statement of the rules governing attri- 
bution of ownership, and there is no basis 
for the regulation in the language or in the 
statutory scheme of the Code. The regulation 
may, therefore, very well be held by the 
courts to be invalid, especially since the 
failure to treat the problem in the Code 
was subsequent to decisions in a number 
of cases dealing with the point. 


® Proposed regulations, Sec, 1.674(d)-2. 
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From the point of view of an estate 
planner, however, the important fact is 
that the Treasury is on record as consider- 
ing the arrangement taxable. Few grantors, 
if faced with the choice, would wish to test 
the validity of the Treasury’s position. 


Adverse Parties 


Under the general rule of Section 674(a) 
the ownership of the trust will be attribut- 
able to the settlor only if the power of 
disposition is exercisable “without the approval 
or consent of any adverse party.” There- 
fore, it is possible to set up a spray trust, 
naming as trustees only members of the 
family, so long as at least one of the 
trustees is an adverse party and the exer- 
cise of the power is subject to his approval. 
This would achieve all the objects of a 
spray trust discussed herein—complete dis- 
cretion in the trustees, retention of the 
power within the family and avoidance of 
taxation of the grantor. 


An adverse party is defined in Section 
672(a) as “any person having a substantial 
beneficial interest in the trust which would 
be adversely affected by the exercise or 
nonexercise of the power which he possesses 
respecting the trust.” This suggests that 
one of the trustees can be a beneficiary of 
the trust, sharing, subject to the discretion 
of the trustees, in the distributions of 
corpus which are subject to the discretionary 
power, and thereby become an adverse 
party. The discretionary distributions would 
be subject to the approval or consent of 
the “key trustee”; that is, the trustee who 
is also a beneficiary. 


The key trustee need not actually share 
in the discretionary distribution. Indeed 
in many spray trusts it may be contem- 
plated at the outset that the key trustee 
will not actually receive anything. One 
such example would be a trust where the 
purpose is to spray corpus or income among 
the settlor’s granchildren. The key trustee 
could be a child of the settlor. 


Two aspects of the Code definition of 
adverse party require further exploration, 
however. Since the definition is largely in 
terms of words derived from prior law, it 
carries forward some of the uncertainties 
of prior law. And in at least one aspect 
the choice of words appears to be somewhat 
unfortunate. 

Is the interest of the key trustee “adverse”? 


Section 672(a) requires that the interest 


Provision should be made to avoid 
the possibility that if the key 
trustee predeceases the grantor, 

the latter will then become taxable. 


“would be adversely affected by the exercise 
or nonexercise of the power.” 


This language is particularly appropriate 
to a power to terminate a trust where the 
beneficial interests are fixed and the question 
is whether any change in the terms might 
affect the person possessing the power. One 
instance would be where the trustees were 
directed to pay for life one half of the 
income to A, but had the power to termi- 
nate the trust with the consent of A. 
Clearly A would be an adverse party (at 
least with respect to one half the trust 
income). 

The language is less apt when applied 
to powers to amend. For example, in the same 
instance if, instead of a power to terminate, 
there were a power to amend, the interest 
of A might or might not be adversely 
affected by an amendment. Nevertheless, 
since the power to amend includes the 
power to terminate, there is no doubt that 
A is an adverse party.” That is, the word 
“would” is used in the sense of possibility; 
A is an adverse party because the exercise 
of the power could be used in a way which 
would adversely affect A. Were this not 
the proper construction, the definition would 
preclude any party from being adverse in 
connection with a power to amend. 


The same reasoning applies in the case 
of a spray trust. Suppose the trustees had 
the power to distribute income among X, 
who is a trustee, Y and Z in such portions 
as they in their discretion determine. One 
cannot say whether X’s interests would or 
would not be adversely affected by the 
exercise of the discretionary power. Does 
this mean that X’s interest is not adverse? 
Clearly this would be an absurd result. X’s 
interest is as much adverse as was A’s in 
the preceding example. : 


In substance the two examples are the 
same from the point of view of whether the 
parties are adverse. That is, the power in 
the latter example could easily be cast into 
the form of a power to amend without any 
change in substance. 

Perhaps an even stronger support for 
the conclusion is found in the words “or 
nonexercise.” X’s interest would surely be 





1% Cf. Jane B. Shiverick, CCH Dec. 9970, 37 


BTA 454 (1938). 
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The interest of 


the key trustee must be as broad 
as the power. 


adversely affected by the nonexercise of 
the power since, in that case, his interest 
is rendered valueless. Whichever view is 
accepted, however, there can be little occa- 
sion for doubt, despite the somewhat unfor- 
tunate choice of words by the drafters, 
that X’s interest falls within the language 
of the definition—*. . . would be adversely 
affected by the exercise or nonexercise of 
the power.” 

Somewhat more difficulty is encountered 
with the second aspect of the definition: 
Does the key trustee have a “substantial 
beneficial interest”? Since any distributions 
are entirely within the discretion of the 
trustees, it is possible that this key trustee 
will receive nothing. Such possibility can- 
not be valued by actuarial tables nor could 
the benficiary compel a distribution in a 
court of equity. It may be argued that, 
therefore, the interest is not substantial. 


On the other hand, the key trustee is 
by assumption a beneficiary, and the trustees 
have the power to distribute to him all of 
the property over which they have a power 


of disposition. The intent of the statute 
is that the interest must be sufficiently 
substantial for the owner of the interest 


to have a strong desire to protect it. That 
is, the statute may be satisfied even though 
the so-called “adverse party” is in fact 
completely subordinate to the grantor because 
of circumstances extraneous to the trust.” 
Viewed according to this intent, the interest 
of the key trustee would certainly appear to 
be “substantial” within the meaning of that 
term das used in the statute; it is not so 
remote or valueless that its owner would 
be expected to consider it of no importance 
to himself. 


The only question as to this conclusion 
derives from Fulham v. Commissioner.” In 
that case, the taxpayer conveyed to himself 
and another, as cotrustees, providing that 
income should be accumulated during the 
life of the wife, and that after her death 
accumulated income and corpus were to be 
paid to the children. The trustees were 
given discretion to pay principal and/or 


income to the wife during her life. A com- 
mittee of three named persons was given 
the power to revoke, alter or amend the 
trust, except that such power could not be 
exercised so as to revest the corpus or 
income in the petitioner without the approval 
or consent of the wife. The Commissioner 
asserted that the trust was revocable and 
therefore taxable to the taxpayer under 
Section 166 of the 1932 Revenue Act. The 
taxpayer contended that the wife had a 
“substantial adverse interest in the dis- 
position of ... corpus or income” and that 
since the trust could not be revoked with- 
out her consent, Section 166 was not applicable. 

The court held that the wife’s interest was 
not substantial. The court advanced two 
arguments. First, the purpose of the trust 
appeared to be to accumulate income during 
the life of the wife rather than to pay her 
anything, and only in very remote circum- 
stances, if at all, could the wife compel a 
distribution to herself in a court of equity. 
Second, the committee could destroy her 


interest without her consent through its 
power to amend. 


The presence in this case of the power to 
amend exercisable by a committee of which 
the wife was not a member clearly dis- 
tinguishes the case from the proposed trust 
here discussed. No one can doubt the insub- 
stantiality of an interest which may be 
eliminated without any reference to the 
desires of the beneficiaries. This would 
be true whether the disposition provided for 
a life income for the wife or, as it did, only 
a discretionary interest in the income. This 
being so, it was unnecessary to discuss the 
discretionary aspect of the wife’s interest, 
and the discussion stands as little more 
than dictum. 


In Robert S. Bradley” the taxpayer's child 
was the beneficiary of a trust, the income of 
which could be paid to or for the benefit 
of the child or accumulated for the child’s 
issue. The court held that the child had 
a substantial adverse interest, distinguishing 
the Fulham case on the ground that there 
the primary purpose of the trust was not 
to benefit the wife, whereas in the Bradley 
case the primary purpose was to benefit the 
taxpayer’s child. 


Estate planners may take little comfort 
from the rule of these cases because of the 





% For example, suppose a father creates a 
trust of $20,000 with income payable to his son, 
the latter having the power to revoke or amend. 
If the son had the expectation of inheriting an 
estate many times greater than the value of the 
trust, it is to be expected that he would accede 
to the wishes of the father with respect to the 
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trust. Nevertheless, the son is an adverse party. 
Cf. Commissioner v, Katz, 43-2 ustc { 9640, 139 
F. (2d) 107 (CCA-7). 
¥} 40-1 ustc § 9378, 110 F. (2d) 916 (CCA-1). 
CCH Dec. 12,966, 1 TC 566 (1943); accord. 
Phipps v. Commissioner, 43-2 ustc { 9513, 137 
F. (2d) 141 (CCA-2). 
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The exercise of the power to spray 
should be made to depend on the 
concurrence of at least two persons, 
at least one of whom is a key trustee. 


difficulty of establishing at the outset what 
is the primary purpose of the trust. It 
would appear, however, that where a benefi- 
ciary is one of the principal distributees of 
funds actually distributed during the admin- 
istration of the trust, he will be held to have 
a substantial adverse interest. But what of 
the case where a beneficiary receives little 
or no distributions from the trust? Does the 
Fulham case mean that such a beneficiary 
is not an adverse party? 


In addition to the distinction previously 
pointed out, the Fulham case is distinguish- 
able from the trust here proposed on another 
ground. In that case the beneficiary was 
not a trustee and her interest was consider- 
ably less substantial than one coupled with 
the powers of a trustee, albeit with the 
approval of other trustees, to decide who 
shall be distributees. 


The case of Laura E. Huffman™ is proba- 
bly the case most closely in point. In that 
case, the grantor transferred property in 
trust to a trust company. Income of the 
trust was to be accumulated. The son of 
the grantor was given the power to revoke 
or amend with the consent of his mother 
or his aunt. The Commissioner took the 
position that the son did not have a sub- 
stantial adverse interest and that, there- 
fore, the grantor was taxable on the income 
of the trust under Section 166 of the 1932 
Revenue Act because the power to revest 
the corpus in the grantor was vested in a 
person not having a substantial adverse 
interest. It was held, however, that the 
son’s power to amend gave the son a sub- 
stantial adverse interest, since he could at 
any time obtain for himself the manage- 
ment of the trust and could appropriate to 
himself the income and corpus. 


The question of whether the son’s interest 
was a “beneficial” interest, as required by 
the 1954 Code, is not material since the 
1932 act did not require that the interest 
be a “beneficial” one. The decision, there- 
fore, stands for the proposition that the 
power to control the disposition of the 
trust property is a “substantial . . . interest,” 
without reference to what the purpose of 


™CCH Dec. 10,688, 39 B. T. A. 880, acq., 
1939-2 CB 18. 
% 39-2 ustc { 9544, 104 F. (2d) 329 (CCA-6). 
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the trust was or whether in fact the son 
would ever share in it. And it should be 
noted that the power was not exercisable 
by the son alone but was subject to the 
approval of others. As pointed out pre- 
viously, the power to amend and the power 
to control beneficial enjoyment are, for 
purposes of the present discussion, substan- 
tially identical. The logic of the Huffman 
decision applies equally well to the interest 
of the key trustee who also has the power 
to manage the trust and to appropriate 
corpus or income to himself. 

Further support for this conclusion may 
be found in Corning v. Commissioner * where 
(although other facts were different) the 
court indicated that such a discretionary 
interest was substantial from the fact that 
courts have held contingent interests to be 
substantial where the likelihood that the 
beneficiary would participate in the dis- 
tributions was no greater than would be 
the case here.” 

In establishing such a trust, a few caveats 
should be observed: 

(1) Ordinary prudence in dealing with 
Clifford-type trusts dictates that the grantor 
should not be a trustee if it can be avoided. 
Although the statute permits a grantor to 
exercise a power of disposition if it is sub- 
ject to the approval of an adverse party, 
the grantor should relinquish as much 
control as is consistent with the purposes 
of the trust in order to minimize the pos- 
sibility of attack. Furthermore, apart from 
the income tax consequences, retention of 
the discretionary power, even in conjunction 
with an adverse party, may result in the 
inclusion of the trust property in the gross 
estate of the grantor for estate tax purposes.” 


(2) Provision should be made to avoid 
the possibility that if the key trustee pre- 
deceases the grantor, the latter will then 
become taxable. One method is to provide 
for two or more key trustees—that is, 
trustees who are beneficiaries—the exercise 
of the power being subject to the approval 
of at least one. This has the further 
advantage of precluding a single trustee 
from frustrating the purposes of the trust. 


Care should be exercised to avoid appoint- 
ing too many key trustees, however, for 
the more there are the less substantial the 
interest of each and the greater the risk of 
taxability. 


(3) The interest of the key trustee must 
be as broad as the power. For example, 


” For example, see case cited at footnote 14. 
28 Secs. 2036, 2038. 
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where trustees have the power to apportion 
income among A, B and C and, after their 
deaths, to apportion corpus between X and 
Y, the fact that X is a key trustee will not 
preclude taxability because he is not an 
adverse party with respect to the power to 
distribute income. Similar examples may be 
given where the key trustee is a beneficiary 
in only a portion of the income or corpus, 
while the power extends over the total. 
The grantor may be treated as the owner 
over that portion in which the key trustee 
does not share. 


(4) If the key trustee had the discre- 
tionary power to spray, exercisable solely 
by himself, he would be taxable on the 
income of the trust under Section 678, which 
provides that a person other than the grantor 
shall be treated as the owner of a trust 
where “such person has a power e*ercis- 
able solely by himself to vest the corpus or 
the income therefrom in himself ... .” 
(Italics supplied.) The exercise of the 
power should therefore be made to depend 
on the concurrence of at least two persons, 
at least one of whom is a key trustee.” 


CONCLUSION 


Although tax avoidance may not be the 
primary aim of the grantor of a trust, the 
high taxes of today and their effect upon 
the amount of trust property available for 
distribution must have an important, if not 
determinative, bearing on the form of trust 


chosen. Because of the potentialities of 
control by the grantor, the spray-type trust 


is severely circumscribed by Sections 671 
and following of the 1954 Code. 


The Code does make provision for certain 
types of spray trusts in which the grantor 
will not be taxable. Taxation of the grantor 
may be avoided by limiting the discretion 
of the trustees by a reasonably definite 
standard. Fairly definite guideposts for 
choosing standards satisfying the statute 
may be found in the decided cases. But the 
requirement of limiting the discretion of* 
the trustees may itself not be in accord 
with the purposes of the trust. Another 
possibility is having at least half of the 
trustees be “independent trustees” within 
the meaning of Section 674(c), and reserv- 
ing in the grantor the right to substitute 
trustees at will. While this arrangement 
has much support in the statute, the regu- 
lations are opposed and, although the latter 
may not be valid, the high probability of 
litigation detracts greatly from its attractive- 
ness. A final possibility is to make the 
exercise of the power dependent on the 
approval of one or more beneficiaries, who 
are also trustees. A possible contra argu- 
ment may be asserted on the theory that 
the interests of such beneficiaries are not 
substantial, but this argument has the advan- 
tage of combining maximum flexibility with 
substantial support in the language of the 
statute and the legislative intent. [The End] 


CITY FINANCIAL PICTURE IN 1955 


A picture of the financial status of 
the 481 largest cities in the United 
States (those having 25,000 or more 
residents in 1950) is presented in the 
recent Compendium of City Govern- 
ment Finances in 1955, published by 
the Bureau of the Census, Depart- 
ment of Commerce. The tabulated 
data covers general revenues and ex- 
penditures, finances of city-operated 
utilities and employee-retirement sys- 
tems, debt structure and cash and se- 
curity holdings. City finances are 
summarized for 1955 and prior years 
down to, and including, 1950. Rev- 
enues and expenditures are classified, 
and totals by population groups are 
compared for 1954 and 1955. Similar 

21 It has been argued that if both such persons 
were key trustees, the courts would put a gloss 
on the word ‘“‘solely’’ and tax the income to both 


trustees on account of the joint power. It is 
suggested that one of the persons possessing the 


power should not be a beneficiary. See article 
cited at footnote 2. Although it is true that such 
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treatment is accorded the cities’ debt 
structure. Tabulated data for indi- 
vidual cities, grouped according to 
population, give a complete picture of 
the financial standing of each city. 

The 481 cities account for about 80 
per cent of all city government rev- 
enue and expenditure. Revenues in 
fiscal 1955 reached a record $8,019 
million. Expenditures also climbed— 
to $8,363 million. Borrowing of $1,660 
million in 1955 pushed total outstand- 
ing indebtedness to $14,175 million. 

Copies of the compendium may be 
obtained for 75 cents from the Su- 
perintendent of Documents, United 
States Government Printing Officc, 
Washington 25, D. C. 


trustees could collude, this factor is present so 
long as one trustee is a beneficiary. It would 
appear to be safer to have both trustees bene- 
ficiaries. The fact that their interests would 
be genuinely adverse to each other supports the 
argument that neither could exercise the power 


“solely’’ by himself. 
TAXES —The Tax Magazine 








The New Depreciation Regulations 


By WILLARD J. LASSERS 


Recently, the Internal Revenue Service issued regulations under Section 167 of 
the Internal Revenue Code, and Mr. Lassers, a Chicago attorney, 

here examines novel aspects of them. He wrote this paper to supplement 

his article ‘‘Depreciation Under the 1954 Code,” 

published in Taxes in September, 1954, immediately after 

enactment of the new Code. That article discussed in some detail sweeping 
statutory changes relating to depreciation effected by Section 167. 


RIEFLY STATED, the 1954 Internal 

Revenue Code provisions permit accel- 
erated depreciation of new assets by allow- 
ing declining-balance depreciation at a rate 
not exceeding twice the straight-line rate 
rather than at 150 per cent of the straight- 
line rate, the maximum now permitted by 
statute with respect to “old assets” and the 
maximum permitted by the Treasury under 
the old law. (The terms “new assets” and 
“old assets” are shorthand expressions for 
complex statutory provisions which will be 
discussed in some detail below.) Moreover, 
with respect to new property, other accel- 
eration plans such as the sum-of-the-years- 
digits method, the validity of which was 
doubtful, are expressly sanctioned. Under 
some circumstances, a taxpayer is now per- 
mitted to change his method of depreciation 
without securing the consent of the Com- 
missioner. 


The new Code specifically permits the 
making of agreements between a taxpayer 
and the Commissioner respecting the useful 
life on which the depreciation rate is based, 
a practice formerly authorized by a Bureau 
mimeograph, but makes a number of changes 
in the rules relating to such agreements. 
Finally, the statutory authorization for ap- 


portionment of the depreciation deduction 


extended to an estate and the heirs, legatees 
or devisees. 

My 1954 essay considered Section 167 in 
the light of the depreciation provisions of 
the 1939 Code; the existing case law and the 
legislative history of Section 167 of the 1954 
Code. There is no need to rechurn the 1954 
article here. But now we have before us 
the Internal Revenue Service regulations 
recently issued with respect to Section 167,? 
and it is these regulations which evoke 
further literary efforts. The regulations 
will be found in 26 CFR Section 1.167. All 
the paragraph references which follow refer 
to paragraphs of this section. Large por- 
tions of the new regulations are mere 
restatements of the statute, the former regu- 
lations, and Bulletin F. In this article, there- 
fore, attention will be centered on the novel 
aspects of the regulations. 


Definition of Useful Life 


Paragraph (a)-l(b) of the new regula- 
tions repeats much of the discussion in Bul- 
letin F as to the factors to be considered in 
determining useful life,’ but adds one im- 
portant concept: The estimated useful life 
is not necessarily the useful life inherent in 
the asset, but rather is the period over which 
the asset may reasonably be expected to be 
useful to the taxpayer. 


between a trustee and a beneficiary has been 


1 Section 23(1). 

2Issued June 7, 1956, 21 Federal Register 
3985, published also in Internal Revenue Bul- 
letin, June 25, 1956, pp. 10 and following. The 
depreciation regulations were issued only after 
protracted study. Par. 3 of T. D. 6118, issued 
December 30, 1954, 1955-1 CB 698, 712, announced 
that no agreements respecting useful life and 
depreciation rates would be entered into until 
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after promulgation of the depreciation regula- 
tions. Proposed regulations were published 
September 28, 1954, 19 Federal Register 6229, 
and after a delay of more than one year, on 
November 11, 1955, were replaced by a new 
proposed regualtion (20 Federal Register 8454). 

* The term ‘useful life’’ was used, but not 
discussed, in the former regulations. 
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where trustees have the power to apportion 
income among A, B and C and, after their 
deaths, to apportion corpus between X and 
Y, the fact that X is a key trustee will not 
preclude taxability because he is not an 
adverse party with respect to the power to 
distribute income. Similar examples may be 
given where the key trustee is a beneficiary 
in only a portion of the income or corpus, 
while the power extends over the total. 
The grantor may be treated as the owner 
over that portion in which the key trustee 
does not share. 

(4) If the key trustee had the discre- 
tionary power to spray, exercisable solely 
by himself, he would be taxable on the 
income of the trust under Section 678, which 
provides that a person other than the grantor 
shall be treated as the owner of a trust 
where “such person has a power eercis- 
able solely by himself to vest the corpus or 
the income therefrom in himself 7 
(Italics supplied.) The exercise of the 
power should therefore be made to depend 
on the concurrence of at least two persons, 
at least one of whom is a key trustee.” 


CONCLUSION 


Although tax avoidance may not be the 
primary aim of the grantor of a trust, the 
high taxes of today and their effect upon 
the amount of trust property available for 
distribution must have an important, if not 
determinative, bearing on the form of trust 


chosen. Because of the potentialities of 
control by the grantor, the spray-type trust 
is severely circumscribed by Sections 671 
and following of the 1954 Code. 

The Code does make provision for certain 
types of spray trusts in which the grantor 
will not be taxable. Taxation of the grantor 
may be avoided by limiting the discretion 
of the trustees by a reasonably definite 
standard. Fairly definite guideposts for 
choosing standards satisfying the statute 
may be found in the decided cases. But the 
requirement of limiting the discretion of* 
the trustees may itself not be in accord 
with the purposes of the trust. Another 
possibility is having at least half of the 
trustees be “independent trustees” within 
the meaning of Section 674(c), and reserv- 
ing in the grantor the right to substitute 
trustees at will, While this arrangement 
has much support in the statute, the regu- 
lations are opposed and, although the latter 
may not be valid, the high probability of 
litigation detracts greatly from its attractive- 
ness. A final possibility is to make the 
exercise of the power dependent on the 
approval of one or more beneficiaries, who 
are also trustees. A possible contra argu- 
ment may be asserted on the theory that 
the interests of such beneficiaries are not 
substantial, but this argument has the advan- 
tage of combining maximum flexibility with 
substantial support in the language of the 
statute and the legislative intent. [The End] 


CITY FINANCIAL PICTURE IN 1955 


A picture of the financial status of 
the 481 largest cities in the United 
States (those having 25,000 or more 
residents in 1950) is presented in the 


recent Compendium of City Govern- 
ment Finances in 1955, published by 
the Bureau of the Census, Depart- 
ment of Commerce. The tabulated 
data covers general revenues and ex- 
penditures, finances of city-operated 
utilities and employee-retirement sys- 
tems, debt structure and cash and se- 
curity holdings. City finances are 
summarized for 1955 and prior years 
down to, and including, 1950. Rev- 
enues and expenditures are classified, 
and totals by population groups are 
compared for 1954 and 1955. Similar 


21 It has been argued that if both such persons 
were key trustees, the courts would put a gloss 
on the word “‘solely’’ and tax the income to both 
trustees on account of the joint power. It is 
suggested that one of the persons possessing the 
power should not be a beneficiary. See article 
cited at footnote 2. Although it is true that such 
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treatment is accorded the cities’ debt 
structure. Tabulated data for indi- 
vidual cities, grouped according to 
population, give a complete picture of 
the financial standing of each city. 

The 481 cities account for about 80 
per cent of all city government rev- 
enue and expenditure. Revenues in 
fiscal 1955 reached a record $8,019 
million. Expenditures also climbed— 
to $8,363 million. Borrowing of $1,660 
million in 1955 pushed total outstand- 
ing indebtedness to $14,175 million. 

Copies of the compendium may be 
obtained for 75 cents from the Su- 
perintendent of Documents, United 
States Government Printing Office, 
Washington 25, D. C. 


trustees could collude, this factor is present so 
long as one trustee is a beneficiary. It would 
appear to be safer to have both trustees bene- 
ficilaries. The fact that their interests would 
be genuinely adverse to each other supports the 
argument that neither could exercise the power 
‘‘solely’’ by himself. 
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The New Depreciation Regulations 
By WILLARD J. LASSERS 


Recently, the Internal Revenue Service issued regulations under Section 167 of 
the Internal Revenue Code, and Mr. Lassers, a Chicago attorney, 

here examines novel aspects of them. He wrote this paper to supplement 

his article Depreciation Under the 1954 Code,” 

published in Taxes in September, 1954, immediately after 

enactment of the new Code. That article discussed in some detail sweeping 
statutory changes relating to depreciation effected by Section 167. 


RIEFLY STATED, the 1954 Internal 

Revenue Code provisions permit accel- 
erated depreciation of new assets by allow- 
ing declining-balance depreciation at a rate 
not exceeding twice the straight-line rate 
rather than at 150 per cent of the straight- 
line rate, the maximum now permitted by 
statute with respect to “old assets” and the 
maximum permitted by the Treasury under 
the old law. (The terms “new assets” and 
“old assets” are shorthand expressions for 
complex statutory provisions which will be 
discussed in some detail below.) Moreover, 
with respect to new property, other accel- 
eration plans such as the sum-of-the-years- 
digits method, the validity of which was 
doubtful, are expressly sanctioned. Under 
some circumstances, a taxpayer is now per- 
mitted to change his method of depreciation 
without securing the consent of the Com- 
missioner. 

The new Code specifically permits the 
making of agreements between a taxpayer 
and the Commissioner respecting the useful 
life on which the depreciation rate is based, 
a practice formerly authorized by a Bureau 
mimeograph, but makes a number of changes 
in the rules relating to such agreements. 
Finally, the statutory authorization for ap- 
portionment of the depreciation deduction 
between a trustee and a beneficiary has been 

1 Section 23(1). 

2Issued June 7, 1956, 21 Federal Register 
3985, published also in Internal Revenue Bul- 
letin, June 25, 1956, pp. 10 and following. The 
depreciation regulations were issued only after 
protracted study. Par. 3 of T. D. 6118, issued 
December 30, 1954, 1955-1 CB 698, 712, announced 


that no agreements respecting useful life and 
depreciation rates would be entered into until 
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extended to an estate and the heirs, legatees 
or devisees. 

My 1954 essay considered Section 167 in 
the light of the depreciation provisions of 
the 1939 Code; the existing case law and the 
legislative history of Section 167 of the 1954 
Code. There is no need to rechurn the 1954 
article here. But now we have before us 
the Internal Revenue Service regulations 
recently issued with respect to Section 167,? 
and it is these regulations which evoke 
further literary efforts. The regulations 
will be found in 26 CFR Section 1.167. All 
the paragraph references which follow refer 
to paragraphs of this section. Large por- 
tions of the new regulations are mere 
restatements of the statute, the former regu- 
lations, and Bulletin F. In this article, there- 
fore, attention will be centered on the novel 
aspects of the regulations. 


Definition of Useful Life 


Paragraph (a)-l(b) of the new regula- 
tions repeats much of the discussion in Bul- 
letin F as to the factors to be considered in 
determining useful life,’ but adds one im- 
portant concept: The estimated useful life 
is not necessarily the useful life inherent in 
the asset, but rather is the period over which 
the asset may reasonably be expected to be 
useful to the taxpayer. 


after promulgation of the depreciation regula- 
tions. Proposed regulations were published 
September 28, 1954, 19 Federal Register 6229, 
and after a delay of more than one year, on 
November 11, 1955, were replaced by a new 
proposed regualtion (20 Federal Register 8454). 

* The term “useful life’’ was used, but not 
discussed, in the former regulations. 
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This language may justify much shorter 
useful lives in some cases, but the effect will 
be offset frequently (except in the case of 
declining-balance depreciation*) by increased 
salvage allowances. 


Leased Property 


Paragraph (a)-4is new. It lays down the 
rule that if the useful life of improvements 
made by the taxpayer on leased property is 
shorter than the unexpired term of the lease, 
depreciation under Section 167 may be taken. 
But if the useful life is longer, then, in lieu 
of depreciation as such, the taxpayer may 
take an “annual deduction” from gross in- 
come in an amount equal to the unrecovered 
cost of the improvements divided by the 
remaining term of the lease. 

This deduction is said to be under Sec- 
tion 162 (relating to business deductions in 
general) and is in lieu of depreciation. In 
effect, the lessee is required to depreciate the 
improvements over the remaining period of 
the lease on a straight-line basis. 


Accounting for Depreciable Property 


Paragraph (a)-7 of the new regulations 
adapts from Bulletin F a system of classifi- 
cation of asset accounts, an understanding 
of which is essential in connection with the 
new rules on gains and losses on retirement 
discussed below. 

Accounts which contain a single asset each 
are referred to as “item accounts.” Accounts 
containing more than one asset are desig- 
nated as “multiple-asset accounts,” and are 
divided into three categories—“group ac- 
counts,” “classified accounts” and “com- 
posite accounts.” Group accounts contain 
assets similar in kind with approximately 
the same useful lives; classified accounts 
embrace assets according to use, regardless 
of useful lives; and composite accounts em- 
brace diverse assets regardless of use or 
useful life. 


Gains and Losses on Retirement 


The new regulations treat the subject of 
gains and losses on retirement in a far more 
comprehensive manner than did the old 
regulations and, on fhe whole, in a manner 
more favorable to the taxpayer. Attention 
has been given to numerous practical prob- 
lems of accounting which formerly were not 
considered or were sloughed over. Para- 

*Salvage need not be considered in determin- 


ing declining-balance rates. See the discussion 
below. 
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graph (a)-8(a) provides that where an asset 
is retired by sale or exchange, recognition of 
gain or loss is governed by Sections 1002, 
1031 and 1231 relating to sales and exchanges 
generally. Where an asset is permanently 
retired but not disposed of or physically 
abandoned, no gain is recognized, but in 
three situations loss will be recognized: 
where the retirement is “abnormal” (a term 
defined to include extraordinary obsolescence, 
casualty damage, etc.), where an asset is 
retired from a single-asset account (subject 
to the special rule for item accounts dis- 
cussed below) and where retirement is from 
a multiple-asset account and the deprecia- 
tion rate is based upon the maximum ex- 
pected life of the longest-lived asset. 


A loss is recognized upon physical aban- 
donment in the amount of the adjusted basis 
at the time of the abandonment. The tax- 
payer must intend to discard the asset ir- 
revocably. 


Assets which attain an exceptional age 
may be disregarded in determining the maxi- 
mum expected useful life of an asset in a 
multiple-asset account. 


Basis of Assets Retired 


Paragraph (a)-8(c) supplies rules pre- 
viously lacking for determining the basis 
of assets in multiple-asset accounts. In the 
case of a normal retirement where the de- 
preciation rate is based on average expected 
useful life, the adjusted basis is the salvage 
value estimated in determining depreciation. 
Where, however, the depreciation rate was 
based on the maximum expected life, the 
adjustment for depreciation must be made 
at the rate which would have been proper 
if the asset had been depreciated in a single- 
asset account, using the maximum expected 
useful life. In the case of an abnormal re- 
tirement, the adjustment for depreciation 
must be made at the rate which would have 
been proper had the asset been depreciated 
in a single asset account using the same 
method of depreciation at a rate based upon 
either the average or the maximum expected 
useful life, whichever was used for the 
multiple-item account. 

The new regulations are substantially more 
realistic in their discussion of item accounts. 
Formerly, where depreciation was based on 
the average expected life, no loss was al- 
lowable, since the regulations took the posi- 
tion that losses on some assets would be 
balanced by gains on others. Paragraphs 
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(a)-8(d)(1) and (3) state that where a tax- 
payer has only a few depreciable assets 
which he chooses to account for in item ac- 
counts, loss may be deducted upon the re- 
tirement of an individual asset, since it 
cannot be said that the allowance of such 
loss will distort income. This rule is re- 
stricted to the case where the assets cover 
a relatively narrow range of lives. If, how- 
ever, the single-asset accounts cover a wide 
range of lives, there is greater likelihood of 
distortion of income and, hence, the rules 
with respect to the allowance of losses in 
the case of normal retirements must be ap- 
plied in the same manner as though multiple- 
asset accounts had been employed. Where 
the taxpayer has a large number of depre- 
ciable assets, he is not permitted to deduct 
a loss upon the normal retirement of an 
individual asset and, in general, the rules of 
the old regulations remain applicable. As 
will be pointed out in the next paragraph, 
however, there may be some advantage in 
the maintenance of individual-item accounts, 
even in cases where no loss will be recog- 
nized on a normal retirement. 


Accounting Treatment of Asset Retirements 


Paragraph (a)-8(e)(1) provides that, in 
the case of multiple-asset accounts, upon the 
retirement of an asset the full cost of 
the asset less salvage shall be charged to the 
depreciation reserve. If, however, the asset 
was accounted for separately, the unrecovered 
cost less salvage may be amortized through 
annual deductions from gross income in 
amounts equal to the unrecovered cost divided 
by the average expected useful life. Thus 
a taxpayer, by maintaining item accounts, 
does obtain some benefit even though the 
loss on retirement is not deductible in the 
year of retirement. Suppose a _ taxpayer 
has an asset without salvage value which 
cost $1,000 and has an expected useful life 
of ten years, but which must be retired after 
eight years. If the taxpayer maintains multiple- 
asset accounts, he must charge $1,000 against 
the depreciation reserve and he gets no im- 
mediate opportunity to write off the $200 
loss. If, however, he maintains item ac- 
counts he may at least write off the $200 
loss over a ten-year period commencing with 
the year of retirement. Perhaps the taxpayer 
using multiple-asset accounts will be able to 
adjust his depreciation rates if the reserve 
becomes unduly low. But for immediate 


5See my 1954 article, 32 TAxes 695, 759 
(September, 1954) for a summary of these rules. 
*When the Internal Revenue Code of 1954 
was enacted, it was not clear which of several 
possible interpretations of the declining-balance 
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tangible benefits, the item-account system— 
where feasible—has an edge. 


A taxpayer may charge the full cost of 
assets retired to the depreciation reserve 
and credit it with all receipts from salvage 
or he may consider salvage receipts as ordi- 
nary income. 

The new regulations in paragraph a-10, 
like the old regulations, require depreciation 
deductions to be taken year by year. A new 
provision specifically authorizes the use of 
averaging conventions in the case of mul- 
tiple-asset accounts. 


Methods of Computing Depreciation 


With respect to old assets, paragraph 
(b)-0(b) of the new regulations specifically 
authorizes the straight-line method and the 
declining-balance method with the rate limited 
to 150 per cent of the straight-line rate. As 
to group accounts, any method may be se- 
lected for each account but must be applied 
to that particular account consistently there- 
after. 


The acquisitions of any given year, how- 
ever, may be placed in a separate account 
and a method chosen for that account which 
may differ from the method selected for the 
acquisitions of prior years. The discussion 
of the straight-line method in paragraph 
(b)-1 considers the question of the determina- 
tion of depreciation rates in the case of mul- 
tiple-asset accounts. Specifically, in the case 
of group accounts the group rate is to be 
determined from the average of the useful 
life of the assets. In the case of classified 
or composite accounts the rate is said to 
be generally computed by determining the 
amount of one year’s depreciation for each 
item or group of similar items. The average 
rate so obtained may be used until the com- 
position of the account is substantially altered. 


Declining-Balance Method 

Under the declining-balance method set 
forth in paragraph (b)-2, the taxpayer is 
permitted to apply to the depreciated bal- 
ance of a new-asset account a rate equal to 
twice the appropriate straight-line rate, neg- 
lecting salvage value. No resort to a formula 
is necessary. In no event, however, may an 
asset or an account be depreciated below 
reasonable salvage value.‘ The illustration 
given in the regulations is substantially the 


method would be accepted by the Treasury. 
Several possibilities are discussed in my 1954 
article, at p. 699. The interpretation adopted 


is the one 
article. 


labeled Interpretation C in that 
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same as that given in the Senate and House 
reports discussing the Internal Revenue 
Code while it was before Congress. If a 
taxpayer maintaining a multiple-asset ac- 
count wishes to deduct a loss upon retire- 
ment he must keep separate records by year 
of acquisition. A loss will be recognized 
upon retirement of the last asset acquired in 
any year. This aspect of the regulations is 
significant, for even 200 per cent declining- 
balance depreciation tends to leave substan- 
tial balances undepreciated at the end of the 
useful life." 


Sum-of-the-Years-Digits Method 


The discussion of the sum-of-the-years- 
digits method as applied to a single asset 
(paragraph (b)-3(1)) is substantially the 
same as that in the Senate and House re- 
ports and as set forth in my 1954 article. 
Assume an asset has a five-year life. We 
obtain the sum of the numbers from 1 to 5, 
(15) and the first year take as a deprecia- 
tion deduction 5/15 of the cost less salvage, 
the second year 4/15, etc. This method has 
the advantage of depreciating an asset to 
salvage value over the useful life, for ob- 
viously the sum of the fractions is one. The 
application of the method has been simpli- 
fied by a method designated in the regula- 
tions the “remaining-life” plan. This method 
makes it unnecessary to obtain the sum of 
the digits. The taxpayer need only deter- 
mine at the end of any year the unrecovered 
balance of the account and the remaining 
estimated useful life. A table in the regula- 
tions gives him the percentage of the un- 
recovered balance which may be taken for 
that year. 


Remaining-Life Plan Applied 
to Multiple-Asset Accounts 


In my 1954 article I asserted confidently 
that while the sum-of-the-years-digits method 
has many advantages, it suffers from the 
defect that it cannot be applied to multiple- 
asset accounts, because where assets are 
being added to and removed from the ac- 
count there is no single number to serve as 
the numerator of the sum-of-the-years-digits 
fraction and no single useful life the 
digits of which can be added to supply a 
denominator.’ Luckily, I had the good for- 
tune to add a footnote stating that perhaps 
a technique could be worked out to apply 
the plan to multiple-asset accounts; the 

™See Hirsh, “Income Tax Changes Affecting 
Real Property,"’ 32 TAxes 739, 742 (September, 


1954), for an instructive table. On a 40-year 
life, 200 per cent declining-balance depreciation 
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Treasury has indeed developed a method to 
supply both numerator and denominator. 


The method developed by the Treasury 
(paragraph (b)-2) is one of the most in- 
teresting phases of the regulation. It oper- 
ates as follows: Assume a multiple-asset 
account, to which the remaining-life method 
is to be applied. The initial step is to obtain 
the average remaining life (ARL) of the 
items in the account by taking the average 
of the remaining lives of the individual 
items, or arithmetically. One permissible 
arithmetical method is to compute the un- 
recovered cost of the assets, using straight- 
line depreciation, This unrecovered cost is 
then divided by the gross cost, and multi- 
plied by the average useful life of the items 
in the account. After the ARL has been 
determined, it is used as a numerator, and 
the sum of its digits as a denominator, of a 
fraction to be applied to the depreciated 
balance of the account. It is unnecessary to 
perform the addition, however, since a decimal 
equivalent of the fraction may be obtained 
from the remaining-life table. 


Consider an instance based on an example 
in paragraph (b)-3(b)(2). Each year a 
manufacturer buys one machine for $1,000 
which has a useful life of five years and no 
scrap value. Each machine is bought on 
January 1, and scrapped on December 31 
five years later. At the start of the first 
year, he has one machine which has a re- 
maining life of five years. Hence, the first 
year’s depreciation is $1,000 x 5/15, or $333. 
(The remaining-life table gives the decimal 
equivalent of .3333.) At the start of the 
second year, the depreciated balance of 
the account is $1,000 — $333 = $667, and the 
remaining life is four years. Hence, the 
second year’s depreciation is: 


4 


$667 x , or $667 x 4 = $267 


4+3+42+1 
+ $333, the first year’s depreciation on the 


machine acquired January 1 of the second 
year, giving a total of $600. 

One would think that the result of this 
fancy calculation would be the same as that 
achieved if each machine had been set up in 
a separate account and the sum-of-the-years- 
digits method applied to each account sepa- 
rately. In fact, the methods do not give the 
same results, and the difference is significant 
enough to talk about. For illustration, let’s 
compare the straight-line, item-account sum- 
of-the-years-digits and multiple-asset-account 
leaves a balance of 12.851 per cent of cost. On 
a five-year life, the undepreciated balance is 


7.776 per cent. 
* Work cited at footnote 5, at p. 702. 
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Annual Depreciation Deductions and Net Account Balances 


Straight-Line Method Separate-Item-Account Multiple-Asset-Account 
Sum-of-the-Years-Digits Sum-of-the-Years-Digits 
Method Method 


Annual Net 
Depreciation Account 
Balance 


2 


S585 


NNN 


E 


Sess 


sum-of-the-years-digits depreciation allow- 
ances over a ten-year period, assuming the 
acquisitions and retirements of the above 
example. From the table accompanying 
this article we see that the straight-line 
method permits a $200 depreciation deduc- 
tion the first year, $400 the second, $600 
the third, $800 the fourth, and thereafter 
$1,000 per year. The item-account sum-of- 
the-years-digits method depreciation allow- 
ance is $333 the first year, $600 the second, 
$800 the third, $933 the fourth, and there- 
after $1,000 per year. The multiple-asset-ac- 
count sum-of-the-years-digits method, while 
yielding the same results as the item-account 
sum-of-the-years-digits method for the first 
three years, yields larger deductions in the 
fourth through seventh years—$967 in the 
fourth year, $1,055 in the fifth, $1,163 in 
the sixth, and $1,057 in the seventh. There- 
after, however, the deduction gradually 
declines to $1,000 per year. 


It is not possible to formulate a general 
conclusion that the multiple-asset method 
will always yield the largest depreciation 
deduction. Each situation must be analyzed 
on its own facts, taking into consideration 
the contemplated replacement plan, salvage 
value, and numerous other factors. In some 
cases it will be preferable to use the item- 
account sum-of-the-years-digits method, in 
others the multiple-asset sum-of-the-years- 
digits method. Possibly, declining balance 
will prove advantageous. In any event, 
careful study is essential to selection of the 
best plan. 


Paragraph (b)-3(b)(3) permits multiple- 
asset sum-of-the-years-digits depreciation 
using plans other than the remaining-life 
method, provided the taxpayer secures the 
consent of the Commissioner. 
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Annual 
Depreciation Account 


$ 333 
600 


Net Net 


Account 


Annual 
Depreciation 
alance 
$ 667 
1,067 
1,267 
1,334 
1,334 
1,334 
1,334 
1,334 
1,334 
1,334 


$ 333 
600 


800 

967 
1,055 
1,163 
1,055 
1,017 
1,007 
1,001 


Property Eligible 
for Accelerated Depreciation 


Under Section 167(c) of the Internal Rev- 
enue Code, property eligible for accelerated 
depreciation (“new property” in this article) 
is: 

es property (other than intangible 


property) . . . with a useful life of 3 years 
or more— 


“(1) the construction, reconstruction, or 
erection of which is completed after De- 
cember 31, 1953, and then only to that por- 
tion of the basis which is properly attributable 
to such construction, reconstruction, or erec- 
tion after December 31, 1953, or 

“(2) acquired after December 31, 1953, if 
the original use of such property commences 
with the taxpayer and commences after 
such date.” 


The Congressional report on this provi- 
sion indicates that Section 167(c)(2) was 
written with personal property in mind, and 
Section 167(c)(1) with real property in 
mind. If A buys a new machine from the 
manufacturer, accelerated depreciation under 
Section 167(b) will be presumed reasonable 
no matter when the machine was in fact 
made. But if A erects a building, accelerated 
depreciation will be presumed reasonable 
only to the extent of construction after De- 
cember 31, 1953. Suppose that in 1956 B 
buys a building erected and put in use in 
1955. May he take accelerated depreciation? 
Clearly, B does not fall under Section 167 
(c)(2) because the original use did not com- 
mence with B. He does fall under the 
literal terms of (c)(1), but paragraph (c)-1 
of the regulations, following the Congres- 
sional reports, requires that under (c)(1), 

(Continued on page 779) 
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[= RECENT YEARS there has been a 
great deal of writing on and discussion 
of the advantages of forming a foreign hold- 
ing company to receive dividends, royalties 
and other types of income from foreign 
subsidiaries. In a foreign holding company, 
earnings abroad may be accumulated and 
United States tax on such earnings deferred 
until dividends are returned. to the United 
States or liquidation of the holding company 
occurs. This method of organization pro- 
vides an alternative to the holding of stock 
and the receipt of dividends, royalties or 
other types of income by the United States 
parent directly. Only royalty and dividend 
income will be considered in this paper. 

The purpose of this article is twofold: 
(1) to analyze Sections 902(a) and 902(b) 
of the United States Internal Revenue Code 
in computing foreign tax credits when a 
foreign holding company is used to receive 
income from foreign subsidiaries and (2) to 
consider these sections in their relation to 
other factors and suggest a method of 
analyzing situations to determine whether 
or not a foreign holding company is advis- 
able or whether dividends or royalties 
should go directly to a United States parent. 


It is assumed in the discussion that fol- 
lows that the United States parent corpo- 
ration will need capital for investment or 
expenditure abroad. 


1 Sec. 902(a) and (b) is as follows: 

‘““(a) Treatment of Taxes Paid by Foreign 
Corporation.—For purposes of this subpart, a 
domestic corporation which owns at least 10 
percent of the voting stock of a foreign cor- 
poration from which it receives dividends in any 
taxable year shall be deemed to have paid the 
same proportion of any income, war profits, or 
excess profits taxes paid or deemed to be paid 
by such foreign corporation to any foreign 
country or to any possession of the United 
States, on or with respect to the accumulated 
profits of such foreign corporation from which 
such dividends were paid, which the amount of 
such dividends bears to the amount of such 
accumulated profits. 
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By WALLACE R. BAKER 


Foreign Holding 


Sections 902(a) and 902(b) provide that 
foreign income taxes paid by a foreign sub- 
sidiary of a foreign subsidiary of a United 
States parent company may be taken as a 
credit against United States tax if at least 
10 per cent of the voting stock of the first 


subsidiary, hereinafter referred to as “B” 
or “foreign holding company,” is held by 
the United States parent, hereinafter re- 
ferred to as “A,” and if B holds at least 
50 per cent of the voting stock of the 
second subsidiary, hereinafter referred to 
as “C” or “foreign manufacturing com- 


pany.” * 


History of Section 902(b) 


Credit for taxes paid by a foreign sub- 
sidiary of a foreign subsidiary was first intro- 
duced in the Revenue Act of 1942 by Section 
158(e), which section amended Section 131(f) 
of the 1939 Code by adding subsection (2) 
to 131(f). Section 131(f)(2) differed from 
the present Section 902(b) in that B was 
required to own 100 per cent, rather than 
only 50 per cent or more, of C. This require- 
ment was changed in 1951 by Section 332 
of the revenue act of that year. 


It should be noted that these credit pro- 
visions apply only in case of the payment 
of dividends. In general, credit for taxes 
paid by a foreign subsidiary which pays 


““(b) Foreign Subsidiary of Foreign Corpora- 
tion.—If such foreign corporation owns 50 per- 
cent or more of the voting stock of another 
foreign corporation from which it receives 
dividends in any taxable year, it shall be 
deemed to have paid the same proportion of any 
income, war profits, or excess profits taxes paid 
by such other foreign corporation to any foreign 
country or to any possession of the United 
States, on or with respect to the accumulated 
profits of the corporation from which such divi- 
dends were paid, which the amount of such 
dividends bears to the amount of such accumu- 
lated profits.”’ 
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Companies and Foreign Tax Credits 


After discussing Sections 902(a) and 902(b), Mr. Baker considers them in relation 
to other factors and suggests a method of analyzing situations to determine 

whether a foreign holding company is advisable or whether dividends or royalties 
should go directly to a United States parent. 


In this way it will be possible to ascertain the comparative foreign and 
United States tax costs. Each case should be worked out separately, 
the author cautions, as generalizations in this field are difficult— 


if not impossible. He is a member of 


the Chicago law firm of Baker, McKenzie & Hightower. 


royalties cannot be taken unless the special 
rules in Section 902(d) apply. 


Method of Computation 


Proposed regulations which supply the 
method of computation to be used in com- 
puting credit against United States tax for 
taxes paid by B and C were published in 
the Federal Register of June 22, 1956,” 


Section 1.902-1(d) of these 
regulations reads as follows: 


proposed 


“(d) Illustration of principles. The appli- 
cation of the principles of this section in 
the determination of the amount of the 
foreign tax available as a basis for a credit 
to the domestic corporation may be illus- 
trated by the following example involving 
Corporation A, a domestic corporation which 
owns 40 percent of the voting stock of 
Corporation B, a foreign corporation which 
in turn owns 80 percent of the voting stock 
of Corporation C, another foreign corpora- 
tion. It is assumed that all transactions 
have taken place within, and are related to, 
the same taxable year. 


“(1) Application of section 902(b) to determine tax deemed to be paid by Corporation B. 


(i) Gains, profits, and income of Corporation C.. 


$125,000 


(ii) Foreign tax paid by Corporation C with respect to ‘such gains, profits, 


and income 
(iii) 
(iv) 


(v) Corporation C fore‘; 


Accumulated profits of Corporation ¢: $125, 000 less $25,000 
Dividends paid by Corporation C to Corporation B 
tax with respect to the accumulated profits of 


25,000 
100,000 
50,000 


Corporation C from which the dividends were paid to Corporation B: 


100,000 


25,00 ————— 
$25,000 x 5 000 


(vi) 


Corporation C foreign tax with respect to the accumulated profits dis- 


tributed which is deemed to be paid by Corporation B: 


$20,000 x —22.000. 


221 Federal Register 4407, 26 CFR (1954) Pt. 
1. 
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“(2) Application of section 902(a) to determine tax deemed to be paid by Corporation A. 


(i) Gains, profits, and income of Corporation B : 
Business profits 


. .$50,000 
Dividends from Corporation Cc (as per subpara- 
graph (1)) . 50,000 


Foreign tax actually paid by Corporation B with respect to such gains, 
profits, and income 


Accumulated profits of Corporation B: $100,000 income nae $20,000 


taxes paid 


$100,000 


20,000 


80,000 
15,000 


Dividends paid by Corporation B to Corporation A.... 


Corporation B foreign tax paid with respect to the setenmbinl profits 
of Corporation B from which the dividends were paid to Corporation A: 


__ 80,000 
‘0 
$20,000 x 70,000" 


Corporation B foreign tax paid, and deemed to be paid, with respect 
to the accumulated profits of Corporation B from which the dividends 
were paid to Corporation A: $16,000 plus $10,000 


(vii) Corporation B foreign tax with respect to the accumulated 
profits distributed which is deemed to be paid by Corporation A: 


15,000 
Patna retin 2 
80,( x $26,000 


(vi) 


26,000 


4,875” 


This is the most detailed example of the 
method of computation the Treasury has 
given. It is based upon an example given 
in the report of the Ways and Means Com- 
mittee* recommending enactment of the 
provision in the 1942 Revenue Act. The 


Treasury Department adopted the latter ex- 
ample in Regulations 111, Section 29.131-7, 


Accumulated 


profits of 
subsidiary 
Foreign tax accrued or paid x 


Total profits 
of subsidiary 


By canceling out the common element, 


following simplified formula results: 


Dividends received 


Foreign tax accrued or paid x 


Total profits of 


of 1941 and Regulations 118, Section 39.131 
(f)-1-(c), of 1953. The method of compu- 
tation in the proposed regulations follows 
the general formula approved by the Su- 
preme Court in American Chicle Company v. 
U. S.* although in that case there was only 


one foreign subsidiary. The Court approved 
the use of the following formula: 


Dividends 
received 


Taxes deemed to 
have been paid 
= on profits dis- 
tributed as 
dividends. 


Accumulated 
profits of 
subsidiary 


“Accumulated profits of subsidiary,” the 


Taxes deemed to have 
been paid on profits 
distributed as dividends. 


subsidiary 


By rearranging this formula as 


Foreign tax accrued or paid 


Dividends received x 


Total profits of subsidiary 


* TTth Cong., 2d Sess., H. Rept. 2333; Seidman, 
Legislative History of federal Income and tx- 
cess Profits Tax Laws 1953-1939, p. 2030. 
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Taxes deemed to have 
been paid on profits dis- 
tributed as dividends. 


441-2 ustc | 9721, 41 F. a 537 (Ct. Cls.), 
aff'd, 42-2 usrc {§ 9512, 316 U. S. 450. 
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and realizing that “foreign tax accrued or 
paid” divided by “total profits of subsidi- 
ary” is equivalent to the tax rate, it is noted 
that taxes deemed to have been paid equal 
the dividend times the tax rate.® 


Foreign taxes accrued or paid 
with respect to accumulated x 
profits of subsidiary 


Dividends received 


Accumulated profits 


At first glance the formula used in the 
committee report and the prior regulations 
appears to be different from the American 
Chicle case formula. The formula used in 
the committee report and the prior regula- 


tions is: 


Taxes deemed to have 
= been paid on profits dis- 
tributed as dividends. 


of subsidiary 


In order to secure the amount of “foreign 
taxes accrued or paid with respect to ac- 
cumulated profits of subsidiary,” a figure 
representing total taxes was multiplied by 
the term “accumulated profits of subsidi- 
ary” over “total profits of subsidiary.” 
Thus, it is readily seen that the formula of 
the American Chicle case is the same as that 
in the committee report and the regulations, 
but the explanation in the committee report 
and the regulations begins after one multi- 
plication has been performed. 


Definitions and Application of Formula 


Knowledge of the formula in the American 
Chicle case, however, does not resolve all 
the problems in its application in computing 
the amount of tax the United States parent 
is deemed to have paid for taxes actually 
paid by C. There is, first of all, the prob- 
lem of defining the terms of the formula. 
In general, there is no problem with the 
first term, “foreign tax accrued or paid,” 
other than whether a tax in question is 
“income, war profits, or excess profits” or 
a tax in lieu of such taxes. There are some 
difficult problems in this area, but that is 
a subject that will not be discussed in this 
article. Usually there is no difficulty in 
ascertaining the “total profits of subsidi- 
ary.” This term refers to total profits be- 
fore taxes in contrast to “accumulated 
profits,” which term is defined in Section 
902(c) as profits after taxes. As to the 
term “dividends received,” there remains 
the problem of whether or not the figure 
to be used is the amount after or before a 
withholding tax on the dividend when 
there is such a tax on dividends declared 
by C. Logic requires that it be dividends 
received before taxes. This conclusion is 


supported by comparing the method of 
computation under Section 902(a) with the 
method used in I. T. 4089 in treating a tax 


on a dividend. 


In one particular, it can be argued that 
the proposed regulations are not consistent 
with the American Chicle case. It is noted 
that the tax deemed to have been paid by 
B in the example given in the proposed 
regulations in paragraph (1)(vi) when it is 
brought down to B (see paragraph (2) (vi)) 
is not multiplied by both the fractions 


Accumulated profits of subsidiary 


Total profits of subsidiary 


and 


Dividends received 


Accumulated profits of subsidiary 


but only multiplied by the latter fraction. 
The significance of this is that the ratio of 
“tax deemed to have been paid” to “in- 
come” increases as it travels through B to 
A, since the numerator remains constant 
while the demominator is decreased due to 
taxation in the country of incorporation of 
B. The basic purpose of the computations 
is to maintain a true ratio of taxes paid with 
respect to dividends received, and in this re- 
gard the Treasury method fails. If the taxes 
deemed to have been paid by B for taxes 
paid by C were multiplied by both the 
above fractions, the amount available for 
credit would be decreased.* Since the Treasury 
method is generally more favorable to the 
taxpayer and it is supported by the example 
given in the report of the Ways and Means 
Committee, it will probably never be ques- 





5 ‘Taxation in Capital-Exporting and Capital- 
Importing Countries of Foreign Private Invest- 
ment in Latin America,’’ United Nations Eco- 
nomic and Social Council, Fiscal Commission, 
Fourth Session, New York, 19-30 January 1953, 
E/CN.8/69, 5 December 1952, p. 29. 
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®* See, below, “‘Effect of Method of Computa- 
tion in Proposed Regulations’ (at p. 750) and 
footnote 8 for a comparison of the difference in 
net returns to the United States after all taxes 
when this method of computation is used and 


when the method adopted by the Treasury is 
used. 
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tioned in the courts or changed unless the 
Treasury, of its own volition, changes the 
regulations. 


1. T. 4089 


In I. T. 4089," a ruling was requested to 
determine whether taxes paid by a Pana- 
manian subsidiary of a United States cor- 
poration to Brazil as a withholding tax on 
dividends received from a Brazilian com- 
pany were creditable. The Internal Revenue 
Bureau ruled that the Panamanian company 
could include, in full, taxes paid to Brazil 
in computing the taxes deemed to have 
been paid by the United States company 
for purpose of a United States tax credit. 
Although the facts did not concern the 
tax paid on the income of a Brazilian com- 
pany, but rather that paid on dividends from 
a Brazilian company, the conclusion in 
I. T. 4089 deals with Section 131(f)(2), 
now 902(b) (Foreign Subsidiary of a For- 
eign Corporation), and reads as follows: 

“Summarizing, it is the position of the 
Bureau that, for the purposes of section 
131(b) and (f) of the Internal Revenue 
Code, all income of a foreign subsidiary of 
a domestic parent, or of a foreign subsidiary 
of the foreign subsidiary, as therein contem- 
plated, shall be deemed to have been de- 
rived from sources within the foreign country 
or possession of the United States in which 
the first subsidiary is incorporated; and all 
income, war-profits, and excess-profits taxes 
paid or deemed to have been paid to any 
foreign country or possession of the United 
States shall be deemed to have been paid to 
the government of the country or possession 
under whose laws the first subsidiary is 
incorporated.” (Italics supplied.) 


This could mean that all income and all 
taxes in the country of C should be treated, 
for the purposes of the tax credit computa- 
tions, as having been paid to the foreign 





(i) Gains, profits and income of corporation C $ F 
Foreign tax paid by corporation C with respect to ‘such ‘gains, ‘profits ‘and 


(ii) 
(iii) 
(iv) 

(v) 


income 


country where B is incorporated. However, 
it does not appear that the Treasury fol- 
lows I. T. 4089 in this respect, because it is 
contrary to Section 902(b) as well as to 
the proposed regulations, which provide 


that only the total tax paid in C’s country 
of incorporation times the fraction 


Dividends received 


Total profits of subsidiary 


is used in computing the tax deemed to 
have been paid by the United States com- 
pany. The portion of I. T. 4089 quoted 
above is in the nature of dicta because the 
facts in the ruling did not concern the ap- 
plication of Section 131(f)(2) (now 902(b)). 
It may be that it was only meant to apply 
to the method of computing the limitation 
upon the amount of allowable credit for 
foreign taxes. 


Effect of Method of Computation 
in Proposed Regulations 

In order to appreciate the effect of com- 
puting tax credit for taxes paid by C which 
A may take against United States tax, let 
us take a simplified example: 

(1) In 1956, C, incorporated in Z country, 
has income of $100, pays tax on this income 
of $20 (20 per cent) and declares a dividend 
of all its accumulated profits, $80, to B. 
In order to simplify the example, assume 
that C had no accumulated profits from 
earnings prior to 1956. 

(2) B has no earnings other than the $80 
dividend from C nor has it accumulated 
profits from prior years. B pays tax on 
$80 of $20 (25 per cent) and declares a 
dividend of all of its accumulated profits, 
$60, to A in the same year, 1956. A owns 
100 per cent of B, and B owns 100 per cent 
of C. 

Applying the method in the proposed 
regulations results as follows: 


$100 


Accumulated profits of corporation C: $100 less $20 
Dividends paid by corportion C to corporaton B 
Corporation C foreign tax with respect to the accumulated profits of corpo- 


80 


ration C from which the dividends were paid to corporation B: $20 x ——.. 


100 


Corporation C foreign tax with respect to the accumulated profits distributed 


80 
which is deemed to be paid by corporation B: $16 x — 


* 1952-2 CB 142. 
750 
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(i) Gains, profits and income of corporation B: 


Business profits 


Dividends from corporation C (as per above paragraph) . . 80 


(ii) Foreign tax actually paid by corporation B with agp to such gains, profits 


and income 


(iii) Accumulated profits ‘of corporation B: $80 i income less $20 taxes paid 
(iv) Dividends paid by corporation B to corporation A. 


(v) Corporation B foreign tax paid with respect to 


the accumulated profits 


of corporation B from which the dividends were paid to corporation A: 


60 
$20 x —.... 
80 


(vi) Corporation B foreign tax paid, and deemed to be paid, with respect to the 
accumulated profits of corporation B from which the dividends were paid to 


corporation A: $15 plus $16 


(vii) Corporation B foreign tax with respect to the accumulated profits distributed 


which is deemed to be paid by corporation A: 


Following through and computing the 
United States tax minus the credit results 
as follows: 


U. S. tax at 52% on $60 
dividend 
Minus tax credit 


$31.20 
31.00 


UU; S; tae Gwe 82% .20 
Total foreign taxes paid . 40.00 


Total foreign and U. S. 
tax paid . 
Net return 


$40.20 
59.80 or 59.80% 


Thus, in the example chosen, of the net 
return on $100 earned by C, $59.80 is avail- 
able to A after all taxes. This result is 
$11.80, or 11.80 per cent, better than if A 
earned $100 in the United States—of which 
it would have available after taxes only $48, 
or 48 per cent. The maximum return of 
59.82 per cent results when the tax rate in 
the country of incorporation of C is 21.19 
per cent and that in the country of incorpo- 
ration of B is 24.09 per cent.’ 

The maximum possible return is greater 
where earnings arise in C rather than in B. 
The maximum amount that could be avail- 
able in A after all taxes from earnings in B 


8 If rather than using the method of computa- 
tion used by the Treasury in the proposed reg- 
ulations, taxes deemed to have been paid in C 
are multiplied by both fractions 


Accumulated profits of subsidiary 


Total profits of subsidiary 
and 
Dividends received 


Accumulated profits of subsidiary 
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60 
mew en... 31 
60 


occurs when the tax rate in the country of 
incorporation of B is equivalent to 26 per 
cent. When this occurs, the maximum 
return after all taxes to A is 54.76 per cent.’ 
Thus, it is seen that a greater maximum 
return is possible with two foreign sub- 
sidiaries rather than one. 


Practical Applications 


Knowledge of the maximum amounts 
returnable has not proved to be of great 
practical importance. It is only possible 
to vary the tax rates in advance by choosing 
one country rather than another in which 
to incorporate B, the holding company. 
Another method of controlling the tax rate 
is by controlling the income passing through 
B when B is incorporated in a country 
with a progressive tax rate. However, 
knowledge of how the method of computa- 
tion affects tax credit problems is one of 
the important matters to understand in de- 
ciding whether or not a foreign holding 
company is desirable. 


This matter is of great importance to a 
corporation which plans to enter into licens- 
ing contracts, receive royalty payments, in- 
vest in stock in foreign manufacturing corpo- 
rations or form its own 100-per-cent-owned 





the maximum only reaches 56.47 percent. This 
result occurs when the tax rate in both foreign 
countries is 17% per cent. Formulas for maxi- 
mizing the return were devised and the com- 
putations made by U. E. Kruse. 


® Russell Baker, ‘‘Federal Taxation from For- 
eign Sources,’’ The Tax Executive, January, 
1956, p. 4. ‘*Taxation in Capital-Exporting and 
Capital-Importing Countries of Foreign Private 
Investment in Latin America,’’ United Nations 
Economic and Social Council, Fiscal Commis- 
sion, Fourth Session, New York, 19-30 January 
1953, E/CN.8/69, 5 December 1952, p. 31. 
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foreign manufacturing subsidiaries. A ques- 
tion often arises as to the advisability of 
channeling some or all foreign income 
through a foreign holding company, rather 
than having the United States parent re- 
ceive that income directly. 


The problem may be broken down into 
two questions: 


(1) Under what type of organization can 
the largest percentage of foreign earnings 
be accumulated for investment abroad? 


(2) Under what type of organization can 
the largest percentage of foreign earnings 
be returned to the United States parent 
company? In answering this question, 
knowledge of the method of computing tax 
‘credits is needed. 


The answers to these questions depend 
upon many factors, some of which are: 


(1) rate of foreign income taxes on 
income from which a dividend or royalty 
is paid; 

(2) deductibility of royalty 
made by a foreign subsidiary; 

(3) rate of foreign taxes on dividends or 
royalties; 

(4) effect of a tax treaty, if any; 

(5) percentage ownership of foreign sub- 
sidiaries; 

(6) entity which pays the tax for pur- 
poses of tax credit under Section 902(a) 
and (b); 

(7) creditability of foreign taxes under 
Section 902(a) and (b); and 

(8) rate of foreign taxes, if any, in country 


where the foreign holding company is domi- 
ciled, 


payments 


When United States interests own less 
than 50 per cent of the foreign manufactur- 
ing subsidiary and the foreign taxes are 
comparable or higher than the United States 
tax rate of 52 per cent, it is often more eco- 
nomical to have the stock in the foreign 
manufacturing subsidiary held directly by 
the United States parent corporation. If 
the stock were held by a foreign holding 
company, credit for foreign taxes paid by 
the manufacturing subsidiary would be lost. 
Also, in the case of foreign countries with 
high tax rates, the United States may have 
a tax treaty that has the effect of lowering 
the foreign tax rate, which may influence the 
result in favor of having the stock of a 
foreign manufacturing corporation held by 
the United States parent directly. How- 
ever, generalizations in this field are dan- 
gerous and each case should be worked out 
separately. 
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Illustration 


An illustration of the effect of these 
various factors is given on the facing page. 
This chart traces the results of various 
ways of channeling the earnings of a 100- 
per-cent-owned Japanese manufacturing 
subsidiary. In column A, the results are 
shown when stock of the Japanese corpora- 
tion is held directly by a United States 
corporation. Dividends declared by the 
Japanese subsidiary will be immediately 
subject to United States tax. In this case 


the credit for foreign taxes completely off- 
sets all United States tax. Therefore, the 
amount available abroad for investment or 
other expenditures (line 7) and that retained 
after all taxes (line 12) is identical, that is, $48. 


Column B illustrates the result when divi- 
dends are channeled through a holding com- 
pany domiciled in a country where no tax 
would be paid because the earnings arise 
outside the territorial limits of that country. 
In this case, due to the fact that there is 
no tax treaty, there would be a 10 per cent 
tax (line 4, column B) on the dividend de- 
clared. The amount available abroad is 
less than in column A. If the holding com- 
pany declared a dividend, the amount re- 
tained by the United States company after 
all taxes would be less than’im column A. 
Compare line 12 in columns A and B. 

With regard to the receipt of royalties, 
the holding company could retain $90 (line 
7, column D) for expenditures abroad as 
compared to $48 (line 7, column C) when 
royalties are paid directly to the United 
States parent. The result of having royal- 
ties paid to the holding company is better 
even when the holding company declares 
a dividend to the United States parent. Of 
the original $100 earned abroad, $52.20 (line 
12, column D) can be retained by the United 
States parent if these earnings are returned 
indirectly through the holding company 
rather than directly to the United States 
parent, in which case only $48 (line 12, 
column C) would be retained after all 
taxes. It should be kept in mind that 
royalties in some countries are deductible 
by the foreign payor and, therefore, the 
payment of royalties has this advantage 
over the payment of dividends. 


Conclusion 


It is unfortunate but true that once a 
foreign business has been organized, a 
thorough reorganization is often difficult 
because of the prohibitive United States 
tax cost. The ideal solution is to make a 
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Total Tax Liability on Each $100 of Income Earned in Japan 


Assumptions: 


a. All subsidiaries are 100 
per cent owned. 

b. Tax credit does not exceed 
the per-country limitation 
—Code Section 904(a). 

c. Subsidiary pays out all 
accumulated earnings. 

d. Industry is considered by 
Japan to be in the national 
interest. 


(A) 


Company 
Directly 


Japanese income ... $100.00 
. Japanese income tax (approxi- 
CNRtE EN ao 5 ae a eek 
Dividend or royalty received.. $ 48.00 
Tax rate on dividend or 
royalty received 
Amount of tax on dividend 
or royalty 
Net after Japanese taxes 
Amount available to United 
States company or foreign 


holding company abroad. 


$ 48.00 


$ 48.00 


52 
$ 24.96 
$ 24.96 


United States taxes at 
per cent 
Foreign tax credit (computed) 
Credit limited to lower of 
line 8 or 9 

. Net United States tax : 
Amount retained by United 
States company of original 
Japanese income after foreign 
and United States taxes 


$ 24.96 


* The possible application of Sec. 902(d) 


column. 


proper analysis before organizing the foreign 
business of a United States corporation on 
a permanent basis. 


Time should be taken to analyze, along 
the lines suggested in this article, the various 
routes through which dividend and royalty 
income and other types of income may be 
returned to the United States or held abroad 
for investment or other expenditures. In 


Dividends to: 


52.00% 


$ 48.00 or 
48.00% 


Royalties to: 
(C)* (D) 


(B 
United States Foreign Hold- United States Foreign Hold- 


ing Company 
and Divi- 
dends to 

United States 
Company 


Company 
Directly 


ing Company 
and Divi- 
dends to 
United States 
Company 


$100.00 


52.00% 
$ 48.00 


$100.00 $100.00 


$100.00 $100.00 


10.00% 10.00% 10.00% 
$ 4.80 


$ 43.20 


$ 10.00 
$ 90.00 


$ 10.00 
$ 90.00 


$ 43.20 


$ 22.46 
$ 29.28 


$ 22.46 


$ 43.20 or 
43.20% 


$ 52.20 or 
52.20% 


is not considered in the computations in this 


48.00% 


this way it will be possible to ascertain the 
comparative foreign and United States tax 
costs. Almost every corporation has differ- 
ent objectives, and the facts of each case 
have different tax consequences. Therefore, 
the only certain way is to work the results 
out on a case-by-case basis, because gen- 
eralizations in this field are difficult—if not 
impossible. [The End] 


“Where . . . does our federal government get the billions upon billions which it 
doles out in subsidies each year? It's obvious enough. From the 

people, from taxing everyone actively engaged in producing wealth. Government 
has no wealth of its own which it could give to you or me or anyone else. 

Every time the government gives to one man, it has to take from another.'’— 

Charles Hull Wolfe, ‘‘Forgotten Commandment,"’ The Freeman, August, 1956. 
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The old graduate digging down for a contribution to his college 

fraternity's building fund will do well to look into tax angles involved. 

Mr. Nevitt, who presents this study of conflicting cases which have arisen from 
deductions of gifts made to such social organizations, is associated 

with the Chicago law firm of Sonnenschein, Berkson, Lautmann, Levinson & Morse. 


Tax Aspects of Gifts to College 


M ANY COLLEGES and college frater- 
i nities are vitally concerned today with 
the problem of raising funds for the con- 
struction of fraternity houses. Colleges are 
concerned because many of them rely to a 
large extent on fraternities to furnish dor- 
mitory accommodations for their students. 
The problem is becoming acute because an 
enormous increase in enrollments will take 
place beginning in 1959 and 1960 when chil- 
dren born during and after the war enter 
college. Present enrollments are expected 
to double by 1964. * 

Two major sources of funds for college 
fraternities are gifts and loans from alumni 
members. In many instances alumni mem- 
bers in high-income brackets will prefer, if 
possible, to derive immediate tax benefit 
from a contribution to a fraternity rather 
than to lend the fraternity after-tax income. 

This article is concerned with the deducti- 
bility of gifts to fraternities, and suggests 
one method for financing a fraternity house 
and deriving an immediate tax benefit other 
than by a direct gift. 


Law on Deductibility of Gifts 
to Fraternities Unsettled 


The law is unsettled as to whether gifts 
to fraternities are deductible for tax purposes. 
The Code provides that a gift made by 
an individual to “a corporation, trust 
fund, or foundation— organized 


and operated exclusively for religious, chari- 





1 | Handlin, “The Crisis in Teaching,’’ Atlantic 
Monthly (September, 1956), p. 33; Drucker, 
“‘Will the Colleges Blow Their Tops?’’ Harper’s 
Magazine (July, 1956), p. 63. 

2 1954 Code Sec. 170(c) (2). 

8 1954 Code Sec. 170(c) (4). 

41954 Code Sec. 2522(a)(2) and (3). 

5 1954 Code Sec. 2055(a)(2) and (3). 
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table, scientific, literary, or educational pur- 
poses no part of the net earnings 
of which inures to the benefit of any pri- 
vate shareholder or individual”? or to “a 
domestic fraternal society, order, or associa- 
tion, operating under the lodge system, but 
only if such contribution or gift is to be 
used exclusively for religious, charitable, 
scientific, literary, or educational purposes” * 


is deductible for federal income tax purposes. 


Deductions for gifts and bequests to the 
same type of organization are also allowable 
for gift * and estate tax purposes. 

There are conflicting court decisions as 
to whether college fraternities are organ- 
ized for charitable, scientific, literary or | 
educational purposes within the meaning of 
the Code. The Tax Court takes the view 
that fraternities are within the scope of the 
statute.© An earlier court of appeals deci- 
sion, however, holds that fraternities are 
not within the statute.’ 

The position of the Internal Revenue 
Service is that college fraternities do not 
constitute charitable, scientific, literary or 
educational organizations within the mean- 
ing of the Code. 


Court Treatment of Gifts 
to Fraternities 


Milton Smith, Jr. is the leading authority 
in support of the view that fraternities are 
charitable, scientific, literary or educational 
organizations to which deductible gifts may 


® Milton Smith, Jr., CCH Dec. 8117, 28 BTA 
422 (1933), nonacq., XII-2 CB 25. The Tax 
Court was formerly known as the Board of 
Tax Appeals. 

™ Dawison v. Commissioner, 1932 CCH { 9409, 
60 F. (2d) 50 (CCA-2). 

8 Rev. Rul. 56-329, 1956-29 I, R. B. 12; G. C. M. 
5952, VIII-1 CB 172 (1929). 
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Fraternities 


| By PETER K. NEVITT 


be made. In the Smith case, the taxpayer 
made sizable contributions to three chapters 
of Chi Psi fraternity, which the Board of 
Tax Appeals identified as a “national Greek 
letter college fraternity.” The Board noted 
that the fraternity houses provided eating 
and sleeping accommodations for members, 
that older members supervised study of 
underclassmen, that a certain scholarship 
standing had to be attained for initiation, 
and that any college freshman in good 
standing was eligible for membership. 


In reaching its decision that the gifts were 
deductible, the Board placed great stress on 
the language of the articles of incorporation 
of each of the chapters which stated that 
the purpose of the corporations was to 
promote “literary and scientific education 
and improvement among members of the 
corporation.” Although the taxpayer of- 
fered evidence to show that the purposes 
stated in the articles of incorporation were 
carried out, the Board indicated that the 
introduction of the articles in evidence 
shifted the burden of proof to the govern- 
ment to show that those ptirposes were not 
carried out. The Board noted that many 
of the benefits of the fraternity could be 
enjoyed only by its members and declared 
that “the fact that the privileges of Chi Psi are 
limited to a selected group is not material.” ® 


Before the Smith case, the Board of Tax 
Appeals had held in several cases that gifts 
to college fraternities were not deductible.” 
One of these cases, Alfred T. Davison, was 


affirmed by the court of appeals.” 


* Cited at footnote 6, at p. 427. 

” Francis Cooley Hall, CCH Dec. 877, 2 BTA 
931 (1925); Harl King, CCH Dec, 3177, 9 BTA 
502 (1927); Henry Wilson, CCH Dec. 5314, 16 
BTA 1280 (1929); Alfred T. Davison, CCH Dec. 
6464, 21 BTA 251 (1930). 


Gifts to Fraternities 


In the Davison case, the taxpayer made 
gifts to be used for the reconstruction of 
the meeting hall of the Adelphic Literary 
Society of Wesleyan University, which was 
incorporated “for the purpose of the intel- 
lectual and moral improvement of its mem- 
bers.” The membership of the society was 
made up of graduate and undergraduate 
members of the Wesleyan Chapter of Alpha 
Delta Phi fraternity, and the meeting hall 
was located in the Alpha Delta Phi frater- 
nity house which was owned by the society. 
The court declared that the society used 
the building primarily for social activities 
rather than for literary and educational ac- 
tivities and that the purposes of the society 
were the same as a college fraternity which 
“are not per se within the statute,” citing 
the cases in point decided by the Board of 
Tax Appeals prior to the Smith case.” 


The Smith case rejected the previously 
decided Board of Tax Appeals cases, in- 
cluding the Davison case, as authority for 
the proposition that fraternities were not 
charitable and educational organizations to 
which deductible gifts could be made, on 
the ground that those cases were decided 
on the basis of the burden of proof. The 
Smith case did not note that the Davison 
case had been affirmed on appeal. 


There have been no cases after the Smith 
case involving the issue of whether college 
fraternities are organized and operated ex- 
clusively for charitable, scientific, literary or 
educational purposes. There have been two 
recent cases, however, involving deductions 


for gifts to fraternities which are of interest. 


In Marine Midland Trust Company of 
Southern New York v. McGowan,” the court 
went to great lengths to uphold the deduc- 
tibility of a bequest to a fraternity. That 
case involved a bequest “to the Sigma Nu 
Fraternity, Inc., a college fraternity with 
its principal office at Indianapolis, Indiana.” 
No such corporation existed at the dece- 
dent’s death, although an unincorporated 
Sigma Nu college fraternity fitting the de- 
scription was in existence. Sigma Nu Edu- 
cational Foundation, which qualified as an 
educational organization under Section 812(d) 
of the 1939 Code, was incorporated shortly 
after the decedent’s death, and the bequest 
was paid to that foundation pursuant to a 
decree of the probate court after the unin- 


corporated fraternity had waived any right 


“4 Aff’d on this issue (cited at footnote 7). 

12 See cases cited at footnote 10. 

1354-2 ustc { 10,959, 131 F. Supp. 891 (DC 
N. Y.), aff'd, 55-1 ustc § 11,545, 223 F. (2d) 408 
(CA-2). 
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to the bequest. The district court found 
that the decedent intended to make a be- 
quest to Sigma Nu for educational purposes 
and that at the time the decedent drew his 
will he was under the impression that a 
corporation organized for educational’ pur- 
poses was in existence. The district court 
held that the bequest was deductible on the 
theory that a constructive trust was created 
for the benefit of the Sigma Nu Educational 
Foundation even though the will did not 
limit the use of the gift to educational pur- 
poses and despite its finding that the Sigma 
Nu college fraternity in existence at the 
decedent’s death was not organized exclu- 
sively for educational purposes. (This lat- 
ter fact was evidently stipulated.) The 
court of appeals affirmed, without discussing 
whether the fraternity involved was organ- 
ized for educational purposes. 


In Thomas L. Awrey, which involved an 


indirect gift to a fraternity,” the taxpayer 
stipulated that the fraternity (Sigma Nu at 
Michigan State University) was not a 
charitable or educational organization be- 
cause the amount of tax in issue did not 
justify the expense involved in procuring 
the needed witnesses and because he wished 
to avoid the possibility of an adverse deci- 
sion which would conflict with the Smith 
case as precedent.” 


Service Views Gifts to Fraternities 
as Not Deductible 


The Internal Revenue Service takes the 
view that college social fraternities are not 
organized for charitable or educational pur- 
poses. A recent published ruling declares: 





% CCH Dec. 21,399, 25 TC —, No. 77 (1955). 

“ The Awrey case involved an elaborate device 
promoted by a life insurance company. The 
taxpayers made gifts to a fraternity building 
fund in trust for certain charities. Under the 
terms of the trust, the charities were to receive 
nothing until the taxpayers died or 35 years 
elapsed. The fraternity purchased 35-year en- 
dowment life insurance policies on the tax- 
payers’ lives in the amount of their respective 
gifts. Premiums on the policies were payable 
annually, the theory being that they would be 
paid from rental income of the fraternity house. 
The taxpayers reserved the right to change the 
beneficiaries of the policies. The court held 
that nothing vested in the charities in the year 
the amounts were paid the fraternity building 
fund and that taxpayers were not entitled to 
deductions. 

% The taxpayer's representative so stated to 
the writer, who was the government attorney 
who tried the case. 

" Cited at footnote 8. 

% Cited at footnote 8. The complete ruling 
is as follows: 

“The question is submitted whether the 
amount contributed by A to the M Fraternity at 
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It is not safe from a practical 
standpoint to deduct gifts made to a 
fraternity. The cases in point are in 
conflict, and the Internal Revenue 
Service takes the position 

that such gifts are not deductible. 


“ 


contributions to an organization 
or fund to be used for the purpose of ac- 
quiring, erecting, and/or maintaining a build- 
ing which is used by a fraternal organization 
in carrying on its fraternal and other activi- 
ties, do not constitute contributions for 
exclusively charitable purposes, even though 
some of the activities in which the fraternal 
organization engages may be of a charitable 
nature,” 


Although it is not clear that this partic- 
ular ruling was sought by a college frater- 
nity, it undoubtedly will be interpreted as 
applicable to them. 


The Internal Revenue Service long ago 
announced in a general counsel’s memo- 
randum its decision that college fraternities 
were not charitable or educational organi- 
zations and that gifts to such fraternities 
were not deductible: 


“A college fraternity having a fraternity 
house which is used as a meeting place and 
for entertainments, and at which many of 
its members live, is primarily a_ social 
organization and is not organized exclu- 
sively for scientific, literary, or educational 
purposes. Contributions to such an organi- 
zation are not deductible in computing net 
income.” ™ 


R College is deductible by him in computing 
net income, under section 214(a) 10 of the 
Revenue Act of 1926. 

“Section 214(a) 10 provides in part as follows: 

“In computing net income there shall be 
allowed as deductions (to individuals): 

**(10) Contributions or gifts made within the 
taxable year to or for the use of: ... 

“(B) Any corporation, organized and 
operated exclusively for . . . scientific, literary, 
or educational purposes, .. ., no part of the 
net earnings of which inures to the benefit of 
any private shareholder or individual... . 

“A states that the M fraternity, with its 
various chapters, is the usual type of college 
fraternity; that at R College, where the 
amount of his contribution was spent, the fra- 
ternity owns a chapter house, which was built 
from contributions from its members, and 
which contains living rooms, dining rooms, 
sleeping rooms, study rooms, and a library for 
its undergraduate members. The contention of 
A is that the fraternity is strictly a cultural 
and educational organization, contributing di- 
rectly to the character and quality cf the stu- 
dent life of the college, and existing solely as 
an adjunct of the college; that it would not 
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This memorandum has never been revoked, 
although the Board of Tax Appeals re- 
jected it as an incorrect interpretation of 
the law in the Smith case. The Commis- 
sioner nonacquiesced in the Smith case, 
although he did not appeal it.” 


Deduction of Gifts 
to Fraternities Not Feasible 


For all practical purposes, therefore, gifts 
to college fraternities are not deductible. 
Taking a deduction in the face of the an- 
nounced position of the Internal Revenue 
Service and conflicting cases is asking for 
trouble, and trouble is something a con- 
tributor does not want. A ruling may be 
requested from the Internal Revenue Serv- 
ice that a particular fraternity building fund 
is organized for charitable or educational 
purposes, but such a request is almost cer- 
tain to be denied. 


Gifts to fraternities are not made any 
more deductible merely because the land on 
which the fraternity house is built is leased 
from a college. The same is true of re- 
stricted gifts to;a college to be used only 
for the construction of a fraternity house, 
which the college will then lease at a nominal 
rent to the fraternity. In either situation the 
government is likely to recognize the fra- 
ternity as the true beneficial owner of the 
property and the gift as having actually 
been made to the fraternity. 


Deduction for Gifts of Fraternity Bonds 
to Charities 


One way in which a financially respon- 
sible fraternity can raise funds and a con- 
tributor can be assured of a deduction is 
for the fraternity house corporation to issue 
bonds which a donor can purchase and 
immediately donate to a clearly charitable 
or educational organization. The bonds 


(Footnote 18 continued) 

exist except for the college; and that in its 
absence the college itself would have to pro- 
vide the facilities and features which it now 
furnishes. According to A’s statements, the 
fraternity is not organized for profit; there 
are no profits inuring to any member of the 
fraternity; and the fraternity generally oper- 
ates at a loss. 

“Fraternal societies, as organized in the 
various universities and colleges, have a social 
purpose in a marked degree. With a fra- 
ternity house as a meeting place, as the living 
quarters of many of its members, as the place 
where meals are served to its members, and 
as the headquarters of its entertainments, it is 
primarily a social center for a group which has 
all these varied activities of a distinctive social 
nature as the main reason for the existence 
of a fraternity. 


Gifts to Fraternities 


may be donated to an organization which 
is friendly to the fraternity such as, for 
example, the college where it is located or 
an exempt scholarship fund established by 
members of the fraternity, so long as there 
is no arrangement or plan for the nonen- 
forcement or compromise of the bonds. 


A danger in this plan is that the govern- 
ment may contend that the fair market value 
of the bonds is less than face value and that 
deductions for donated bonds should be 
reduced accordingly.” If the fraternity is 
financially responsible and the bonds create 
a true debtor-and-creditor relationship, how- 
ever, a strong argument can be made that 
the face value and fair market value are 
identical. In order to support such an 
argument, the bonds should be adequately 
secured by the fraternity house; should pro- 
vide for a rate of interest equal to, or 
greater than, the going rate of interest; 
should have a fixed maturity date of not 
more than 20 or 25 years; should not be 
subordinate to claims of general creditors; 
and should not be sold at less than face 
value. It is well to note, though, that 
many fraternities will be unable to issue 
bonds which are worth their face value and 
that deductions for gifts of such bonds to 
charitable or educational organizations will’ 
be limited to their fair market value. 


Gifts of fraternity-house bonds to a 
scholarship fund established by members 
of the fraternity, which will pay scholar- 
ships from the income of such bonds, may 
be especially attractive to contributors. If 
such a fund is established, a ruling should 
be obtained from the Internal Revenue 
Service that the fund is organized for 
charitable and educational purposes. Per- 
sons outside the fraternity should be placed 
on the board awarding the scholarships, and 
the use of Greek letters in the name of the 
fund which may result in a misunderstand- 
ing as to its purpose should be avoided. 


“In the opinion of this office the M fraternity 
is not organized and operated exclusively for 
scientific, literary, or educational purposes. It 
must be concluded, therefore, that the contri- 
bution made by A to the M fraternity is not 
deductible by him in computing his net income 
under section 214(a) 10 of the Revenue Act of 
1926."’ 

” XII-2 CB 25. 

» Proposed Regulations, Sec. 1.170-1(b)(1) pro- 
vides: 

“If a contribution is made in property other 
than money, the amount of the deduction is 
determined by the fair market value of the 
property at the time of the contribution. The 
fair market value is the price at which the 
property would change hands between a willing 
buyer and a willing seller, neither being under 
any compulsion to buy or sell and both having 
reasonable knowledge of relevant facts.’’ 


757 





Since a favorable ruling should be obtained 
without difficulty, it is relatively safe to 
make gifts to a properly organized scholar- 
ship fund before a final ruling is received as 
to its status. 


A scholarship fund may limit its scholar- 
ships to members of a college fraternity and 
still be considered an educational organiza- 
tion by the Internal Revenue Service. A 
recent revenue ruling announcing this policy 
declared: “The awarding of scholarships by a 
foundation solely to undergraduate mem- 
bers of a designated fraternity will not 
preclude it from exemption from Federal 
income tax under section 501(c)(3) of the 
Internal Revenue Code of 1954 as an edu- 
cational organization.” ™ 

In seeking an initial ruling, however, it 
might be well to keep the by-laws of the 
fund as simple as possible and not to in- 
clude a provision limiting scholarships to 
members. 


Conclusion 


It is not safe from a practical standpoint 
to deduct gifts made to a fraternity. The 
cases in point are in conflict, and the In- 
ternal Revenue Service takes the position 
that such gifts are not deductible. The 
Smith case may not express the present 
sentiment of the Tax Court, as 23 years 


have elapsed since it was decided. 


One way in which a financially respon- 
sible fraternity can raise funds and an in- 
vestor can be assured of an immediate tax 
benefit is for the fraternity-house corpora- 
tion to issue bonds which the investor can 
purchase and immediately donate to a chari- 
table or educational organization. 

Members of a fraternity can establish an 
independent scholarship fund which quali- 
fies as a charitable or educational organi- 
zation to receive such donations of its bonds. 


[The End] 


TAXPAYER A PART-TIME GOVERNMENT EMPLOYEE 


It has been waggishly said that a tax- 
payer is a person who doesn’t have to 
pass a Civil Service test to work for the 
government. And about such workers 
it cannot be said that “you can’t hardly 
find them kind no more,” for nearly ev- 
eryone puts in some time each year for 
Uncle Sam. 

For instance, the average production 
worker in the United States who is 
married and has one child labors nearly 
five weeks out of every year to pay his 
tax bill. 

Figures obtained from the Bureau of 
Labor Statistics show that the average 
production worker in the United States 
earned $80 a week in September, 1956. 


At this rate the tax on his annual in- . 


come of $4,160 is $392 if he is married 
and has one child. To meet this tax bill, 
it is necessary for him to work a total 
of 4.9 weeks. 


The same average production worker 
who is not married faces a tax bill of 





$655 a year, and he'll have to work 8.2 
weeks to pay it. 

The rule is “the more dependents, the 
less tax.” Under this inverse ratio, the 
average production worker must be sup- 
porting his wife and five children before 
the tax wolf stays away from his door. 
And he could augment his income with 
spare time work up to $4,650 before he 
would once again become a part-time 
employee of the federal government. 

The number of weeks the average pro- 
duction worker would have to work to 


pay off his tax (according to the number 
of his exemptions) is as follows: 


Number of Amount Weeks 

Exemptions of Tax to Pay 
ays $655 ... ; 
2 7 7 6.5 
3 Roa ‘Ge 
4 Fl: Sat 3.4 
5 Boe oes yes Brite A 
6 we sa + Soe 4 
Fea eRe EOE RAM 





1 Rev. Rul. 56-403, 1956-34 I. R. B. 10. The 
foundation was described as follows: 

“The purposes of the foundation under con- 
sideration are to foster intellectual excellence 
through scholarships and other means, to fur- 
ther cultural growth through publishing literary 
papers, to cultivate useful citizenship and 
amicable relationships between individuals, 
student groups, and others, to promote and 
encourage religious, moral, civic, and social 
responsibility, and to carry out such purposes 
through contributions to tax-exempt organiza- 


tions in those fields and otherwise. Activities 
consist of raising funds, holding and investing 
the corpus in securities, collecting the income, 
and devoting it to the purposes of the founda- 
tion. Scholarships are open to members of all 
chapters of a designated fraternity who are in 
their senior year at a college or university and 
are based on scholarship, character, and service 
to the institution. The recipients are not re- 


lated by blood or marriage to any of the officers 
of the trust, trustees, or contributors."’ 
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Taxable Incidence 


of Rent-Free Occupancy 
By ROBERT STERLING and JOSEPH M. MIDLER 


What is the tax status of rent-free occupancy of a residence? 

There seems fo be no clear-cut answer to this problem, but the authors point out 
that the status of a resident of property owned by a trust may differ 
considerably from the status of a resident of property owned by a corporation. 
Also, when the residence is owned by a trust, the tax practitioner has the 
problems of whether the rental value of the residence is taxable to him, 
whether he may take 1s deductions his ordinarily deductible items and what tax 
treatment is accorded if payments are made from trust funds. 


Mr. Sterling is a member and Mr. Midler is an associate of the New York 
City law firm of Engel, Judge, Miller & Sterling. 


N THESE DAYS of ever-increasing tax 

consciousness, one of the problems which 
may be overlooked because of its simplicity 
is the tax status of rent-free occupancy of 
a residence. 


The problem generally will fit in either of 
two general classifications: 


First, it arises in those situations in 
which a trust is formed for the purpose of 
providing some individual with rent-free 
occupancy of a residence for life. Under 


such circumstances the tax practitioner is 
confronted (1) with the problem of whether 
the rental value of the residence is taxable 
to the occupant, (2) with the problem of 
whether the occupant may take as deduc- 
tions his payments of taxes, interest and 
other normally deductible items and (3) 
with the problem of what tax treatment 


should be accorded to taxes, interest, etc., 
if they are paid for from trust funds. 


Second, it arises in connection with those 
situations in which the medium of a corpora- 
tion is substituted for that of the trust. 


The problem must then be reviewed through 
the frames of reference of the employer- 


1 35-1 ustc { 9172, 76 F. (2d) 8, 10 (CCA-2). In 
the Plant case, the settlor provided three trusts 
for the benefit of his wife, children and adopted 
son. He further provided that the trustees 
should maintain a residence for the use of his 
son and should charge the income expended 


Rent-Free Occupancy 


employee relationship and the corporation- 
stockholder relationship. 


Taxability to Life Tenant of Rent-Free 
Occupation of Residence Left in Trust 


The issue of whether a life tenant is 
taxable upon the rental value of property 
left in trust for the life of such tenant does 
not appear to have been squarely raised in 
any of the decided cases. However, the 
answer seems clear. The life tenant is 
not taxable upon such rental value whether 
or not such trust specifically mentioned 
rent-free occupancy. It should be treated 
merely as the use of nonincome-producing 
property. Perhaps the closest analogy is 
that of an owner in fee of a house. The 
occupation of such house by its owner does 
not constitute income to him. The same 
rule is applied where a life tenant is the 
recipient of similar benefits. Passing refer- 
ence was made to this problem in the case 
of Commissioner v. Plant: * 


“It is apparent from the foregoing that the 
case is like one of the trust under which 
the trustee is directed to keep a house in 


in such maintenance against the three trusts 
proportionately. The court held that the amount 
so expended was not income taxable to the son 
since it was not segregated from the trust 
estate. It was in fact employed to maintain a 
capital asset of the trust estate. 


759 





repair and allow a beneficiary to live in it 
rent free. The advantage derived by a 
beneficiary under such a trust is not taxable 
as part of his income.” 


Taxability of Residence 
Owned by Corporation 


If a corporation is the owner and permits 
occupancy of its house rent free, the con- 
clusion may not be the same. If the tenant 
is an employee, he will probably be sub- 
ject to tax upon the theory that the rental 
value of the premises constitutes additional 
compensation for services rendered to the 
corporation and, if the tenant is a stock- 
holder, that the rental value is the equivalent 
of a dividend distribution. 

One of the earlier cases in the Third 
Circuit was Hillman v. Commissioner? There 
the taxpayer conveyed his residence to a 
family corporation and provided for the 
payment of taxes from other income-produc- 
ing property given to the corporation. The 
Commissioner attempted to tax the rental 
income value of the property (which was 
less than the taxes thereon) as income to 
the taxpayer. The court was unable to 
find any grounds upon which to hold the 
taxpayer liable: 


‘... if any such ground existed, it must 
necessarily be based on the fact that the 
family corporation could have collected such 
rent from the taxpayer by virtue of a 
contract, express or implied, and that the 
omission by the family corporation to collect 
such contracted rent saved the taxpayer 
from paying it and therefore was income 
to him because it was not outgo. Now 
there is no pretense of an express contract 
on his part to pay rent. Was there an 
implied contract? As we have said, the 
whole situation was a family one, although 
it took corporate form, and, as such, the law 
implies no contract where family matters 


21934 CCH { 9325, 71 F. (2d) 688 (CCA-3). 
* Case cited at footnote 2, at p. 688. 
* CCH Dec. 8521, 30 BTA 449 (1934). 


5CCH Dec. 8522, 30 BTA 451 (1934); app. 
dism’d without opinion by the Second Circuit 
in 1938. The court did not find that the cor- 
poration had additional income. 

*It should be noted that a dissent was filed 
taking the position that the rental value should 
be treated as constructive income to the cor- 
poration. The majority failed to comment on 
this point and it should bé treated as a source 
of potential danger where the reasonableness 
of an executive's compensation is open to ques- 
tion. If the compensation is not questioned, 
the income and deduction amounts, derived 
from rental value, offset each other. 

740-1 ustc { 9373, 111 F. (2d) 376 (CCA-5). A 
husband and wife owned all of the capital 
stock of a Louisiana corporation with the ex- 
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are concerned even though there might be 
an implied obligation to pay for rent and 
occupation were the situation one «£ strangers 
dealing at arms length.” *® 


Two months prior to the Hillman case, 
the Board of Tax Appeals had been re- 
quired to face the same problem on two 
occasions and reached an apparently con- 
trary result. In Charles A. Frueauff;s the 
petitioner was the sole stockholder and vice- 
president of a corporation which owned 
an apartment house in which Mr. Frueauff 
occupied an apartment rent free. His sole 
service to the corporation was to sign its 
checks. The corporation had no surplus 
earnings. The Commissioner took the posi- 
tion that Mr. Frueauff was liable for income 
tax based on the rental value of the apart- 
ment. Mr. Frueauff, on the other hand, 
took the position that, at most, the rental 
value of the apartment constituted a liquidat- 
ing dividend. The Board was unable to 
find any evidence of an intent to make a 


liquidating distribution and held the rental 
value of the apartment constituted income 
to Mr. Frueauff with the following com- 
ment: 


“Whether the rental value of the apart- 
ment constituted compensation for services 
performed or had some other consideration, 
we think that the amount constituted tax- 
able income of the petitioner.” (Page 451.) 


The facts were quite similar in Reynard 
Corporation” A building was erected by the 
taxpayer corporation on its own property at 


its own expense for the purpose of supply- 
ing a residence to its president, who was 
also its sole stockholder. Held: The reason- 
able rental value was taxable income to the 
president as additional compensation.* 


In 1940, the Circuit Court of Appeals for 
the Fifth Circuit followed the Hillman case 
in Richards v. Commissioner,’ where the sole 
purpose of the corporation was to provide 


ception of qualifying shares and occupied two 
residences owned by the corporation. The 
husband was the president of the corporation 
and there was no evidence that he received any 
salary from the corporation or that the rental 
value of the residences was received by him as 
compensation for services rendered. The court 
found the sole purpose of the corporation was 
to obtain a readily transferable interest in the 
residences and, leaning heavily on the fact that 
a ‘‘piercing of the corporate veil’’ would result 
in nontaxation, found the rental value of the 
residence to be a gift from the corporation to 
the kFusband. On the other hand, the dissent 
took the position that a corporation had been 
set up resulting in certain advantages to Mr. 
and Mrs. Richards, both from a tax and a non- 
tax point of view and whether it be treated as 
compensation or as a dividend, it should con- 
stitute taxable income to Mr. and Mrs. Richards. 
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for the easy transferability of houses owned 
by the corporation. However, a dissent was 
registered which found acceptance by the 
majority of the Third Circuit the following 
year in Chandler v. Commissioner,’ which held 
that the payment by a corporation of the 
expenses of maintaining a home for the tax- 
payer, the sole stockholder, constituted tax- 
able income to him, although this- same 
court had previously decided the Hillman 
case. 


The facts in Chandler * were not unlike those 
of the Hillman case, or at least so the court 
thought, for it overruled it and disregarded 
the Richards case. In the first place it said 
that the court in the Hillman case had 
“failed to give any effect to the separate 
existence of the corporation holding title 
to the property. ... [Page 626.] 


“Reasoning such as that advanced in the 
Hillman case, that a gift is presumed be- 
cause of the family relationship between the 
parties overlooks, we think, the fact that a 
corporation is not ‘related’ to its stock- 
holders, directors and officers. That purely 
artificial modern concept, the stock com- 
pany, does not form a segment in the oldest 
of all human relationship, the family circle. 
The corporate ‘person’ may be deemed by a 
fiction of the law to have abilities normally 
ascribed to man but that fiction cannot be 
indulged to the extent of endowing the 
corporation with feelings of love and affec- 
tion for its stockholders, officers and di- 
rectors. It is only because of the love and 
affection which a normal human donor feels 
for members of his family that it is pre- 
sumed by the law that a transfer of prop- 
erty by him to them is a gift. The basis for 
such a presumption is entirely absent when 
the donor is a corporation.” (Page 627.) 


In the second place, it distinguished Com- 


missioner v. Plant as follows: 

5 41-1 { 9394, 119 F. (2d) 623 (CCA-3, 
1940). 

* Taxpayer .and his family occupied, rent free, 
a lodge located upon property owned by the 
corporation. The taxpayer owned all the cap- 
ital stock of the corporation and the court 
found that he performed ‘‘substantial services”’ 
for the corporation. As a result the Commis- 
sioner included in the income of the taxpayer 
that portion of the maintenance and operation 
expenses of the corporation used. in maintaining 
the lodge. 

In the lower court opinion (CCH Dec. 
10,972, 41 BTA 165) the following comment will 
be found: 

“Chandler, as president of the farm corpora- 
tion, performed substantial services for it in 
directing its business . . It is a fair infer- 
ence that the occupancy of the lodge was 
permitted to him rent free as compensation for 
the services which he rendered. Certainly there 


UsTC 
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“Commissioner v. Plant is clearly dis- 
tinguishable. In that case the taxpayer 
as beneficiary of a trust was permitted to 
use as a summer residence a house owned 
by the trustees. The expenditures made 
were for the preservation of the trust res. 
In the present case, Chandler was under a 
legal obligation to provide and maintain a 
home for his family suitable to their station 
in life. The payment by the corporation of 
the expenses of maintaining the home 
selected by Chandler as his family residence 
did in legal effect discharge this obligation. 
Hill v. Commissioner, 8 Cir., 88 F. 2d 941. 
That the substantial discharge of a legal 
obligation of the taxpayer represents for 
tax purposes a distribution to him is now 
well settled.” (Page 628.) 

A review of the facts of the Chandler, 
Hillman and Richards cases as reported in- 
dicates the possibility of distinguishing them 
if the courts were so minded. The court 
found that the taxpayer in the Chandler 
case had rendered substantial services to 
the corporation. On the other hand, in 
both the Hillman and Richards cases, the 
taxpayer’s services were either insignificant 
or nonexistent. The court in the Chandler 
case did not refer to that distinction “"— 
perhaps purposely so, with the thought in 
mind that the distinction is immaterial for 
tax purposes." Certainly, the services need 
not be substantial. Thus, in E. M. Godson™ 
the rental value of a residence occupied by 
the taxpayer, which was owned by a corpo- 
ratios“ of which the taxpayer was the sole 
stockholder and manager, was held includ- 
able in the taxpayer’s income, the purpose 
of the occupancy being to protect the prop- 
erty and expedite its sale by showing it to 
prospective customers.” 

However, it is reasonably clear that 
where the taxpayer is not in the employ of 
the corporation, the occupancy, rent free, of 


is no support in this record for treating the 
occupancy as a gratuity given to him by the 
corporation or as essential to the corporation in 
the conduct of its business.”’ 

™ Note the distinction made in Pauline du- 
Pont Dean, CCH Dec. 15,989, 9 TC 256 (1947), 
acq., 1947-2 CB 2, and J. Simpson Dean, CCH 
Dec. 17,571(M), 9 TCM 260 (1950), aff'd, 51-1 
ustc § 9237, 187 F. (2d) 1019 (CCA-3); ef. Henry 
T. Roberts, CCH Dec. 16,567(M), 7 TCM 599, 
in which it is pointed out that ‘‘in the absence 
of a determinative agreement, a gift by a cor- 
poration to its stockholder, even where it is 
family controlled, may not be implied.”’ 

CCH Dec. 15,314(M), 5 TCM 648. 

1% The taxpayer maintained that his occupancy 
was solely for the convenience of the corpora- 
tion and consequently not taxable. However, 
the Tax Court found such occupancy to be for 
the convenience of the taxpayer. 
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a house owned by the corporation does not 
constitute income. Thus, in Bertha Gritmon™ 
a husband and wife occupied the premises 
as a home. The husband conveyed the 
home to a real estate corporation and all 
the stock of the corporation was trans- 
ferred to two children. Subsequent to the 
death of the husband, the wife continued to 
occupy the premises, without paying rent. 
Since it could not be considered a considera- 
tion for services to be performed on behalf 
of the corporation, the Tax Court held 
that such occupation, tax free, did not con- 
stitute income to the wife. 


Thus, it will be noted that where. the 
residence is owned by a corporation, the 
result will vary, depending upon the factual 
situation. If the occupant is not a stock- 
holder or employee, clearly no taxable in- 
come results. If the occupant is an employee 
but not a stockholder, the taxability of the 
rental income depends upon the applica- 
tion of the “convenience of the employer” 
test.” If the occupant is a stockholder, but 
not an employee, and renders some services 
to the corporation, the result is in doubt. 
Finally, if the occupant is a stockholder, 
but not an employee, and does not render 
any services to the corporation, the result 
is also in doubt. It seems clear that the 
Internal Revenue Service would treat the 
rental value as income. It is a situation to 
be avoided as it is quite likely to be productive 
of expensive litigation as a minimum burden 
with the additional spector of the rental 
value being finally treated as a constructive 
dividend in the background. 


Deductibility of Payments of Maintenance 
and Operating Costs by Life Tenant 

In many instances, a will or trust will 
provide that the life tenant shall pay the 
taxes and insurance and make repairs on a 
residence. Though one seeks in vain for a 
case directly in point, it would seem clear 
that the life tenant is not taxable upon the 
rental value of the premises. 

To what extent may the tenant deduct 
the payment of maintenance and operations 
from his income taxes? 


The case of Cornelia C. F. Horsford™ 


is directly in point. There the taxpayer 
"4 CCH Dee. 14,581(M), 4 TCM 562. 

% See Regs. 111, Sec. 29.22(a)-3: Mim. 6472, 
1950-1 CB 15, modifying Mim. 5023, 1940-1 CB 
14; note the application of this rule to a part- 
nership as well. George A. Papineau, CCH Dec. 
18,044, 16 TC 130, and Hverett and Mary C. 
Doak, CCH Dec. 21,099, 24 TC 569. 

% CCH Dee. 13,515, 2 TC 826 (1943), acq., 1943 
CB 11, followed in Frances FE. Cummings, CCH 
Dec. 17,090(M), 8 TCM 632 (1949). 
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was the holder of a right to occupy a resi- 
dence for her life and was charged with 
the payment of taxes and repairs. Ignoring 
the “rental value” issue and treating the 
taxpayer as having an equitable estate for 
life, it was held that such payments are 
deductible upon the theory that the tax- 
payer was protecting her estate or, as the 
court characterized it, the taxpayer’s “own 
property.” It will be noted that the ac- 
quiescence of the Bureau in this decision 
apparently represents a change of attitude 
on its part, for the previous year the 
Bureau had nonacquiesced in the Martin 
T. O’Brien case." That case, while not in- 
volving a residence, had drawn the line of 
deductibility between those payments made 
by a beneficiary in the status of a volunteer 
and those payments made by the bene- 
ficiary for the purpose of preserving the 
beneficiaries’ “estate.” Certainly, there ap- 
pears to be little reason to distinguish tax- 
wise between a payment by a trustee made 
in accordance with the provisions of a 
trust and a payment by a tenant made to 
preserve the beneficiary’s interest. However, 
the Internal Revenue Service attempted to 
distinguish the two, albeit unsuccessfully. 
Thus, in Robert C. Liggett® M and W 
owned two farms. They conveyed real 
estate, including the two farms, to a trustee 
to collect the income (in rents) and pay 
two thirds thereof to M. The provisions 
of the trust also permitted M and W to live 
on one of the farms rent free. 


The trust, set up in 1934, showed a loss 
for the years 1940 and 1941. M paid the 
taxes on all the various properties person- 
ally and deducted two thirds of the taxes 
from his incagme. The court, resting upon 
the theory that the taxpayer was protecting 


his estate, held in favor of the taxpayer. 


If the corpus of a trust is not likely to 
produce sufficient income to pay taxes, in- 
surance and the repair costs of a residence, 
the wisest course is to impose upon the 
life tenant the obligation to maintain the 
property. In those instances where the life 
tenant will be able to offset such costs 
against income, he may have more difficulty 


in sustaining deduction than would the 
trustee, but apparently would have more 





17CCH Dec. 12,814, 47 BTA 561 (1942), non- 
acq., 1942-2 CB 30, withdrawn and acq., I. R. B. 
1955-14, 6. See also Estate of John EB. Morrell, 
CCH Dec. 11,663, 43 BTA 651 (1941), nonacq., 
1941-1 CB 17. 

% CCH Dec. 14,608(M), 4 TCM 598; see also 
Horsford, cited at footnote 16, and Bstate of 


Mary Rumsey Movius, CCH Dec. 20,353, 22 TC 
391, acq., 1954-2 CB 5. 
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than a fighting chance to succeed in some 
of these deductions. 


Payment of Maintenance and Operating 
Costs from Income of Trusts 


Assume that the trust has sufficient in- 
come-producing corpus and it is provided 
that taxes, insurance and the repair and 
maintenance costs of a residence are to be 
paid out of the gross income of the trust. 


Commissioner v. Plant™ deals with this ele- 
ment from the beneficiary’s point of view. 
There a testamentary trust provided that 
one third of the net income of the trust 
should be paid currently to the testator’s 
wife for life, one half to his son, and one 
sixth to an adopted son. The will provided 
that the trustees should maintain a home, 
charging all expenses of maintenance against 
trust income before determining net income 
“so long as my son . . . may wish to occupy 
the same as a permanent or summer residence.” 
Upon the theory that the expenses of main- 
tenance were additional income to the son 
because of his right to occupy the residence, 
that is, such payments were made on his 
behalf, the Commissioner assessed a deficiency 
against the son. Both the Board of Tax 
Appeals and the circuit court refused to 
uphold the deficiency, it being held that the 
maintenance payments were neither distribut- 
able income nor, in fact, distributed to the 
son. The court considered such payments 
to have been made as much for the benefit 
of the trust corpus as for the son. As such, 
no distribution was made since, as the court 
put it, “distribution means separation and 
segregation from the trust estate so that 
it no longer forms any part or parcel 
thereof,” * and it found additional support 
in the analogy of a landlord who is under 
obligation to maintain the existing condi- 
tion of leased property.” 


An interesting attempt was made to ex- 
tend the principle of the Plant case in Bergan 
v. Commissioner.” There the trust provided 
that the distribution of one half of its income 
to one of the beneficiaries should be tax 
free. In a construction proceeding the 


19 35-1 ustc | 9172, 76 F. (2d) 8 (CCA-2). 

*® Quotation was originally taken from Will- 
cuts v. Ordway, 12 F. (2d) 105 (DC Minn., 
1926), aff'd, 1 ustc { 227, 19 F. (2d) 917 (CCA-8, 
1927). 

“" Hayward v. Hayward, 95 Conn. 122, is cited 
by the court. A similar conclusion to that of 
the Plant case will be found in John D. Rogers, 
Trustee, CCH Dec. 5126, 16 BTA 368, in which 
the testator left a plantation in trust to be 
operated for the benefit of, and the income 
therefrom to be divided among, several persons 
and also provided that ‘‘the trustee shall retain 
out of proceeds of each year's crop sufficient to 
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Court of Appeals of New York had held 
that the tax should be paid out of the 
entire net income of the trust. The federal 
court held that since the tax payments served 
as a discharge of a legal obligation of the 
taxpayer they were currently distributed 
income, properly taxed to the beneficiary. 

Estate of M. B. Fuller™ presents the 
problem as it affects an estate and Charles 
F,. Neave™ advises that the deduction may not 
be taken by the beneficiaries under such 
circumstances. The executor must (1) 
justify such expenses as administration ex- 
penses, (2) look to Section 212 (1954 Code) 
(formerly Section 23(a)(2), 1939 Code) and 
seek to deduct such expenses as expenses 
incurred for the management, conservation 
and maintenance of property held for the 
production of income or (3) look to Section 
162 (1954 Code) (formerly Section 23(a) 
(1), 1939 Code) and justify the expenses as 
necessary in carrying on a business. 

In the Fuller case the decedent’s wife was 
given a life estate of a home and grounds 
which consisted largely of timber, pasture 
and cultivated land. However, the prop- 
erty had never shown a profit and four 
families were living on the property. The 
Commissioner refused to allow deductions 
taken by the executors which included the 
expenses of operating the farm and ex- 
penses incident to the upkeep and use of 
the country estate. 


It was conceded by the taxpayer that 
former Section 162 of the 1939 Code was 
inapplicable and the argument that the ex- 
penses were incurred in carrying out the 
administration of the estate was not raised. 
However, the estate did contend that such 
expenses were deductible under either former 
Section 23(a)(1) or (2). 

On the authority of Regulations 111, Article 
29.23(e)(5), the argument under former 
Section 23(a)(1) was disposed of by ruling 
that the farm was not being operated on 
a commercial basis for the purpose of mak- 
ing a profit.” The court refused to apply 
Section 23(a)(2) for three reasons: In the 
first place the executors were not holding 





operate the plantation the following year.” 
Held: That the amounts retained by the trustee 
for said purpose were not distributed nor dis- 
tributable to the beneficiaries. 

22 35-2 ustc | 9668, 80 F. (2d) 89 (CCA-2). 

77CCH Dec. 16,158, 9 TC 1069 (1947), aff'd, 
49-1 ustc § 9107, 171 F. (2d) 704 (CA-3, 1948), 
cert. den., 336 U. S. 961, 69 S. Ct. 892 (1949). 

*% CCH Dec. 18,758, 17 TC 1237 (1952). 

25 Note should be taken of an interesting varia- 
tion referred to in the case. Where a decedent 
had operated a farm as a hobby and the execu- 
tor after the decedent’s death was compelled 

(Continued on following page) 
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the property for the production of income; 
in the second place the executors were not 
holding the property at all since under 
Pennsylvania law it was held by the widow; 
and, finally, the expenses were not ordinary 
or necessary expenses of the estate. 


The will failed to impose upon the execu- 
tors the duty to manage, conserve and main- 
tain the farm. Nevertheless, the executors 
contended that they had to maintain and 
conserve it for possible use in paying off 
the debts of the decedent. That position 
might well have been acceptable were it 
not for the fact that the value of the remain- 
ing personal property was substantially in 
excess of the debts. Had such a duty ex- 
isted it seems likely that a basis for alloca- 


tion of the expenses could have been pro- 
vided.” 


Payment of Costs from Corpus of Trust 


One further possibility is present. Sup- 
pose it is provided that taxes, insurance and 
the repair and maintenance costs of a resi- 
dence are to be paid from the corpus of a 
trust. Clearly the payment of such items does 
not constitute income to the beneficiary. 
It is merely an advance distribution from 
corpus. However, indirectly, it will serve to 
decrease the beneficiary’s income since such 
payments, to the extent deductible, will serve to 
reduce the “distributable net income” taxable 
to the beneficiary,” as would be the case 
where such payments would be required 
out of income.” 


Conclusions 


A review of the foregoing cases gives 
rise to the following conclusions: 


(1) No taxable income to the beneficiary will 
result where the trust provides a home for a 
life tenant. 


(2) Taxable income will generally result 
where use is made of a corporation to provide 
a rent-free personal residence. 


(Footnote 25 continued) 

to operate the farm until it could be sold, the 
Committee on Appeals and Review Recommen- 
dation (A. R. R. 249, 3 CB 145) held that ordi- 
nary expenses incurred during the period of 
administration in operating the farm could be 
deducted. One can hardly quarrel with the 
court, however, in refusing to accept the ruling 
as applicable to a situation where no attempts 
are made to sell the property and the bene- 
ficiaries move onto the property with their 
families and occupy it as a country estate. 

* No reason appears why an allocation could 
not have been arrived at from the standard set 
forth by the court which reads as follows: 

“Even if the executors had some duty towards 
Overlook, nevertheless, necessary expenses of 
administering an estate and of conserving the 
properties of the estate can not be used as a 
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Aside from the “convenience of employer” 
test applicable to employees, the sole ex- 
ception is that of a tenant who is neither 
a stockholder nor an employee, and even 
that exception may not be safe from attack 
in those situations where a stockholder of 
the corporation is under a legal obligation 
to support the life tenant. Conceivably, the 
rental value of the residence may be treated 
as compensation for services rendered to the 
corporation by the stockholder or for 
“some other consideration” ” to the corpora- 
tion by the stockholder. 


(3) Whether the trust or the beneficiary 
shall pay taxes, insurance and make repairs 
should depend upon the future income pros- 
spects of the trust and of the beneficiary, as 
well as the intended goal of the settlor. 


To a large extent this decision will be 
governed by nontax reasons, since it may 
affect other income beneficiaries of the 
trust. However, the differences between 
the tax consequences of the two alterna- 
tives should be considered in the course of 
planning the estate. If the maximum tax 
advantage is to be obtained, the obligation 
to pay taxes, insurance and the cost of 
maintenance and repairs should preferably 
be placed upon the trust. Should such an 
arrangement interfere with the intent of 
the settlor, adjustments can conceivably be 
made in other portions of the trust to 
compensate for the arrangement dictated 
by the tax consequences. 


(4) A provision for the payment of taxes, 
insurance and the expenses of maintenance and 
repairs from the corpus of the trust will, in 
most instances, result in no less favorable tax 
results than payment out of income of the 
trust or of the beneficiary. 


If the trust provides no income and the 
beneficiary is not the recipient of substantial 
income, this provision is desirable from a tax 


point of view. [The End] 


cloak for expenses which are not for those 
purposes but are for the quite different pur- 
pose of providing a country estate as a com- 
fortable living place for the four individuals 
who are also executors."’' (P. 1075.) 

** Secs. 643 and 661(a) of the 1954 Code; pro- 
posed regulations, Secs. 1.643 and 1.661; Com- 
missioner v. Lewis, 44-1 ustc { 9176, 141 F. (2d) 
221 (CCA-3); J. EH. Brooks Lentz, 40 BTA 1378 
(1939); Van Norman Company v. Welch, 44-1 
ustc { 9231, 141 F. (2d) 99 (CCA-1); ef. Ardenghi 
v. Commissioner, 38-2 ustc { 9612, 100 F. (2d) 
406. 

*% Cynthia A. Edwards, 42 BTA 1479 (1940); 
E. H. Fickert, CCH Dec. 17,859, 15 TC 344 
(1950). 

% See quote from Charles A, Frueauff recited 
above. 
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Tax Results 


of Political Contributions 
By ARNOLD BLOOM 


The time to read this article is now; obviously, it may be a while before 


the subject will be as interesting again. 


The author first follows the 


candidate as he goes about his job of collecting campaign funds, 
with tax effects of his venture an important concern; and then he passes through 
the prospective contributor’s door to view that side of the campaign 


picture taxwise. 


The discussion is reprinted from the Spring, 1956 issue of 


the Boston University Law Review. Mr. Bloom is an attorney in Boston. 


TS ADVENT of new, dynamic methods 
of public communication available to 
vast numbers of the voting public has 
created a sense of political awareness never 
before experienced.’ Political parties and 
candidates, in their attempt to arouse the 
interest of the voter, have come to realize 
that there is a distinct correlation between 
the nonvoting citizen and his lack of in- 
terest and knowledge. Inability to conduct 
a political campaign on a large scale greatly 
diminishes the candidate’s chances for 
success. 


Each year the cost of campaigning rises 
progressively to fantastic heights. Political 
machinery is oiled by campaign contribu- 
tions. Without them the whole system 
would come to a halt. As a sort of salve 
to the public’s conscience, laws have been 
enacted to limit expenditures and contribu- 
tions and discourage political activity by 
corporations, labor unions and government 
employees. But, realistically, it is well 
understood that these laws are mere opiates 
to permit a design for living, and have no 
pretensions towards remedying the problem.’ 


1 Blinkley and Moos, A Grammer of American 
Politics (1949), pp. 275 and following. 

2R. A. Bicks and A. I. Friedman, ‘‘Regula- 
tion of Federal Election Finance, A Case of 
Misguided Morality,"’ 28 New York University 
Law Review 975 (1953). 

* Hall, Government and Business (1949). See 
Tagg Brothers and Moorhead v. U. 8., 280 U. S. 
420, 50 S. Ct. 220 (1930). This case dealt with 
regulation of packers. 

*K. G. Crawford, The Pressure Boys (1939), 
p. 95; K. Schriftgiesser, The Lobbyists (1951), 
p. 35. 





Political Contributions 


The businessman has come to realize that 
in many phases of his daily transactions the 
government has “stuck its nose in,” whether 
he likes it or not.* In his dealings with the 
government, he has necessarily brushed by 
the coatsleeves of politics and felt its effect. 
If the government can grant him something 
that is beneficial to his business, or is going 
to impose its will against his better in- 
terests, he is vitally concerned. Either way 
he knows that politicians can help him— 
nothing at all illegal or immoral—just plain 
help. What must he do to get this help? 
Whether it is a political contribution or a 
dubious business expense, money is a neces- 
sary connotation, and money itself connotes 
taxation.‘ 


When a man decides to campaign for 
public office, he is generally aware that the 
cost of attracting votes is high.’ He also 
becomes acquainted with the fact that there 
are statutory limitations on the amount of 
money that he can spend.’ Reconciliation of 
the practicalities of campaign costs with the 
legal limits is easily accomplished by the 
existing purposeful loopholes. His primary 


*The best guess for the cost of the 1952 
Presidential election runs from $80 million to 
$100 million (U. 8. News & World Report, 
December 19, 1952, p. 38). 

* ‘Limitations upon the Expenses of Candi- 
dates During Elections,’’ 28 Philippine Law 
Journal 588 (1953); J. S. Bottomley, ‘‘Corrupt 
Practices in Political Campaigns,’’ 30 Boston 
University Law Review 331 (1950); M. J. 
Esman, ‘“‘The Hatch Act, A Reappraisal,’’ 60 
Yale Law Journal 986 (1951); ‘Statutory Regu- 
lation of Political Campaign Funds,’’ 66 Har- 

(Continued on following page) 
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problem in conducting the campaign is pay- 
ing for it. The candidate can either use his 
own private resources, or else turn to his 
friends, well-wishers and business acquaint- 
ances, as well.as the political party to which 
he owes allegiance.’ Usually, a course com- 
bining both procedures is followed. 

The wise candidate, having decided that 
his investment of time and money in running 
for public office will bring a profitable re- 
turn financially,» as well as in terms of 
prestige and public service, and considering, 
too, that he can be defeated, making all for 
naught, will be concerned with the tax 
effect of his venture. 

As the candidate goes about his job of 
collecting campaign funds, he will discover 
that there are many legally ordained guide- 
posts for him to observe with due caution. 
One of the recent candidates is unusually 
cognizant of the diverting of political con- 
tributions by a ¢andidate from his election 
campaign to his own use. A penalty is 
established whereby these contributions become 
taxable income to him. The restriction is a 
clear-cut matter when the fund is traceable. 





Just as in the law of trusts, simply follow 
the res and the culprit is caught. This is 
easy when the funds are clearly diverted 
towards building a house, buying a yacht or 
getting his wife a new mink. The path 
becomes a bit cloudy, however, when the 
diverted money is used to purchase an ex- 
pensive automobile which is used during 
the year of the campaign or to rent luxurious 
living quarters or purchase well-tailored 
clothes. All such purchases could, in many 
instances, be justifiably attributed to cam- 
paign expenses. It would seem that this 
latest guidepost serves more as an admoni- 
tion than as a cure-all for an existing evil.’ 





(Footnote 6 continued) 
vard Law Review 1259 (1953); ‘‘Campaign 
Contributions and Expenditures in California,”’ 
41 California Law Review 300 (1953). New- 
berry v. U. 8., 256 U. S. 232, 41 S. Ct. 469 
(1921). Here the Federal Corrupt Practices Act 
was held unconstitutional if applied to pri- 
maries. U. 8. v. Worzbach, 280 U. S. 396, 50 
S. Ct. 167 (1930). The Newberry case is not 
applicable to the Federal Corrupt Practices 
Act to the extent that it regulates activities of 
federal employees (Smith v. Albright, 321 U. S. 
649, 64 S. Ct. 757 (1944)). ‘“‘Election’’ today 
includes primaries. The applicable sections of 
the United States Code are Federal Corrupt 
Practices Act, 43 Stat. 1070, 2 USC Secs. 5241- 
5248, 18 USC Secs. 591, 597, 599, 602, 615; Hatch 
Political Activities Act, 53 Stat. 1147, 5 USC 
Sec. 3118 i-n, 118 USC Secs. 591 and following. 

The Hatch Act limits contributions to $5,000 
by any one individual to any one fund in a 
federal election. Contributions can be made 
directly to any number of committees or candi- 
dates, but in each instance not more than $5,000 
can be given. 

The Federal Corrupt Practices Act specifically 
forbids corporate contributions or expenditures 
for campaign costs. Unions ave likewise pro- 
hibited. A national committee can collect and 
spend no more than $3 million. Reports are 
required. However, contributions may be 
channeled to state and local committees with- 
out affecting the national committee limit. 

Corrupt practices acts, limiting the amount 
that can be spent by any candidate, exist in 
many states. For an excellent survey of the 
various state laws, see J. S. Bottomley, work 
cited. 

™ Groups of friends and supporters of a candi- 
date may spend as much as they want and 
make no report unless the expenditures are 
made with his ‘‘knowledge and consent.’’ The 
costs of traveling, postage and printing are not 
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included in the limitations. Lederle, ‘‘Political 
Committee Expenditures and the’ Hatch Act,”’ 
44 Michigan Law Review 294 (1945); hearings 
before a special committee to investigate cam- 
paign expenditures of 1952 pursuant to H. R. 
558, 82d Cong., 2d Sess.; Overacker, ‘‘Cam- 
paign Finances in the Presidential Election of 
1940," 35 American Political Science Review 
701 (1941), and ‘‘Presidential Campaign 
Funds,’’ 39 American Political Science Review 
899 (1944). 

8 ‘*What a Senator Gets,’’ U. 8S. News &@ World 
Report, October 3, 1952, pp. 21-24. He gets a 
$15,000 salary plus 20 cents per mile for travel, 
$450 per year for telephone expenses, $450 for 
telegrams, $800 for stationery, a $12,500 paid 
insurance policy, and a yearly pension of from 
$1,875 to $9,375 on retirement after six or 
more years of service. In addition, he receives 
expense money for assistants, haircuts, postage, 
research, and office space in Washington and 
at home. He also receives free medical care. 

The successful candidate, whether it be for 
the United States Senate or the local town 
council, can often look forward to increased 
revenue from his business, simply because the 
constituents are universally of the opinion that 
‘“‘favors’’ can be had from politicians whose 
establishments they patronize. 

*Rev. Rul. 54-80, 1954-1 CB 11, modifying 
I. T. 3276, 1939-I CB (Part 1) 108, modified 
under the Revenue Act of 1938. A contribution 
to a political organization of a candidate was 
not taxable income to the recipient. 

An interesting sidelight to the problem of 
diverting campaign funds was brought forth in 
Manson L. Reichert, CCH Dec. 19,504, 19 TC 
1027 (acq.), where the Tax Court decided that 
amounts received from tavern keepers and 
bookies as campaign contributions and turned 
over to another individual for use in a later 
campaign were not income to the recipient. 
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A cursory glance at the Internal Revenue 
Code clearly indicates that a political candi- 
date can in no way deduct any of his cam- 
paign expenses.” Further research shows 
that the prohibition against deductibility of 
any political expenses is so strong that even 
if the candidate were successful, and the 
election were contested and successfully de- 
fended, the candidate would not be able to 
deduct any of the legal costs inherent in 
such a defense. The reasoning is that even 
though it is not a campaign expense, it is 
still not a permissible business expense or 
an expense for the production of income, 
since the expense is not related to the dis- 


charge of the taxpayer’s duties as a public 
official.” 


The candidate who goes into battle with 
the incumbent office holder almost always 
suffers a definite political disadvantage. He 
has to drive out the entrenched rascal. Were 
he to be informed that in addition to the 
disadvantageous political spadework involved, 
there are actual tax benefits that the in- 
cumbent has, but which are not available 
to the new candidate, it is quite likely that 
he would become indignant. The law is 
that campaign expenses per se are not 
deductible, not even as business expenses. 
Nevertheless, for 35 years any incumbent 
office holder has been able to merit an in- 
come tax deduction for hiring extra clerks 
to send or answer mail and do other odd 
jobs for him, even though their work may 
be patently interpreted as “incidentally” 
furthering his re-election. The rationale of 
this reaffirmed ruling is that the expense 
is recognized as part of his official duties. 
The obvious implication is that of a tax 
benefit for those who are in office and a 
detriment to their opponents.” 


Not only are campaign expenses not 
directly deductible as a business expense ™ 
for the incumbent or his opponent ™ (ex- 
cept that the incumbent can take advantage 
of the “incidental” method of deduction), 


1 1954 Code Sec. 212, formerly Sec. 23(a) (2) 
of the 1939 Code. They are not deductible as 
nontrade, nonbusiness expenses (David Reed, 
CCH Dec. 4364, 13 BTA 513, 524 (1928), rev'd in 
Reed v. Commissioner, 1929 CCH D-9321, 34 
F. (2d) 263, in turn rev'd per curiam in Lucas 
v. Reed, 1930 CCH { 9343, 281 U. S. 699, 50 
S. Ct. 352). This case involved a lawyer who 
ran for the United States Senate. The federal 
courts and the Internal Revenue Service, be- 
ginning with this case, refused to associate 
campaign expenditures with ordinary and nec- 
essary business or trade expenses. 

” Rev. Rul. 1 (January 5, 1953). 

”20O©. D. 310, 1 CB 104 (1919), reaffirmed in 
I. T. 4095, 1952-2 CB 90. 

181954 Code Sec. 162, formerly Sec. 23(a)(1) 
(A) of the 1939 Code. 
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but the United States Supreme Court has 
declared in a high-minded manner that, 
since a political campaign is not a transac- 
tion entered into for profit, the amount 
expended on an unsuccessful campaign is 
not deductible as a loss on a “profit” trans- 
action nor as a nonbusiness expense.” The 
Supreme Court has not been specific as to 
whether the disallowed campaign expenses 
come under the heading of transactions 
entered into for profit, or nonbusiness 


expenses.” 


Admittedly, any campaign expense ad- 
vantage gained by an incumbent official 
through the device of bringing the expense 
into the purview of “ordinary and necessary 
official duty” is small compared to the large 
total outlay required in a campaign. Never- 
theless, some corrective action on the part 
of Congress could rectify an apparent in- 
equity and serve to close a rough chink in 
the armor of the Code. 


The one case that has highlighted to its 
fullest degree this problem of campaign 
deductions involved one Judge McDonald, 
who had been appointed to fill an unexpired 
term as a state judge in Pennsylvania.” 
Desirous of being elected for a full term 
to the post that he occupied, he was told 
that if he wanted the support of his party 
in the election, he would have to pay into 
the general campaign fund of the party an 
assessment levied against him based on the 
salary of his office. The following year 
tle former judge sought to deduct the 
party assessment from his income tax. On 
appeal to the United States Supreme Court, 
it was held in a close decision that the ex- 
penses were incurred not in being a judge 
(which would have put them within the 
meaning of “ordinary and necessary ex- 
penses for official duties”), but in trying to 
be a judge for the next term, nor was he 
trying to carry on a trade or business. It 
was held that if campaign expenses were 
to be deductible, the policy indicating it 


™ Mays v. Bowers, 53-1 ustc { 9196, 201 F. 
(2d) 401. The United States Court of Appeals 
for the Fourth Circuit, aff'g 52-2 usrc { 9500, 
106 F. Supp. 337, refused to allow a deduction 
for campaign expenses incurred in waging a 
successful political contest. 

% Michael F. McDonald v. Commissioner, 44-2 
ustc {§ 9516, 323 U. S. 57, 65 S. Ct. 96. 1954 
Code Sec. 165(c), formerly Sec. 23(e) of the 
1939 Code. A loss from a transaction entered 
into for a profit is deductible. 

% To receive a deduction for business expense 
a taxpayer must qualify under 1954 Code Sec. 
162. 

11 See Michael F. McDonald v. Commissioner, 
cited at footnote 15. 





should be more clearly stated by Congress. 
The decision seems facetiously unrealistic.” 


Mr. Justice Black, in his dissent, stated a 
very practical consideration which was over- 
looked by the majority: 


“The Court's decision is also grounded 
upon its reference to Congressional policy 
restricting campaign contributions and _politi- 
cal activities by government officials. We 
are not dealing here, however, with cam- 
paign contributions made by one person to 
further the candidacy of another. Besides, 
Congress has not attempted to regulate 
expenditures of candidates for state office. 
I can hardly conceive that we should infer 
that it would want to penalize through its 
tax laws necessary campaign expenses, and 
thereby condemn a practice of campaigning 
that is as old as our country and which 
exists in every state of the Union. Unless 
our democratic philosophy is wrong, there 
can be no evil in a candidate spending a 
legally permissible and necessary sum to 


approach the electorate and enable them to + 


pass an informed judgment on his qualifi- 
cations. 


“State officials all over this nation have 
been subject to federal income taxes since 
1939. When they run for office, they must 
necessarily spend some money to advertise 
their campaigns. We permit private indi- 
viduals to deduct expenses incurred in 
advertising to get business. If this petitioner 
had owned a factory, the operations of 
which were suspended because of war con- 
tracts, and had advertised goods which he 
could not presently sell, the expenses of 
such advertising would have been deductible 
under Treasury rulings.” ” 


Congress and various state legislatures 
define the financial limitations for campaign 
expenditures of candidates, knowing from 





8 This decision has been criticized for its 


unrealistic approach. See 39 Illinois Law Re- 
view 298 (1945). It has also been criticized 
for its misinterpretation of Treasury regula- 
tions, which make no distinction between the 
types of political contributors to whom no de- 
duction is available, whether or not a candi- 
date is involved. See Regs. 118, Sec. 29.23(0)-1; 
1954 Code Sec. 170. 

1° 323 U. S. 68-70, 65 S. Ct. 101-102. See also 
Morris R. Cohen, Law and the Social Order: 
Essays in Legal Philosophy (Harcourt, Brace & 
Company), pp. 61-62: ‘‘It is only in very recent 
times that we have come to forget that public 
office is and always has been regarded as a 
source of revenue like any other occupation. 
When, therefore, certain public offices are abol- 
ished for the sake of good government, a num- 
ber of people are deprived of their expected 
income. In the older law and often in popular 
judgment today, this does not seem fair. But 
reflection shows that the state is not obligated 
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practical experience that they are not con- 
forming to the true nature of political facts. 
When a candidate attempts to conform to 
reality, he is denied a deduction even for 
the amount that he personally spent. The 
candidate must, therefore, resort to soliciting 
funds from people to whom he will neces- 
sarily owe “favors.” This state of affairs 
is not within the contemplation of democracy. 


One method of raising cash for campaigns 
was exposed in Congress three years ago. The 
plan required wealthy individuals to “loan” 
large sums of money, for example, $100,000, 
to the political party or some representative 
thereof. An outright gift would have been 
limited to $5,000 per person under the Hatch 
Act, as applied to federal elections, and 
would not be deductible. The “loan” would 
not be repaid. It would be called a “bad 
debt,” to be later offset by the wealthy tax- 
payer against his capital gains. The con- 
clusion drawn was that the wealthy taxpayer, 
if he fell within the 75 per cent tax 
bracket, would have handed the politicians 
$100,000 at a net cost to him of $25,000. 
The result meant higher taxes for the or- 
dinary taxpayer, who in effect was helping 
finance the election.” 


The plan seems ridicuously vulnerable 
in the face of the provisions of the Code 
and the decided cases. Obviously, a tax- 
payer can’t take a deduction for a worthless 
debt unless there is a valid debt arising out 
of an actual debtor-creditor relationship.” 
Certainly, there is never any intention that 
the loan constitute anything but an outright 
political contribution. If it were a business 
debt it would be fully deductible, but it is 
difficult to imagine approval by the Com- 
missioner of an unpaid loan made for politi- 
cal purposes, even if it were squeezed in as 
an “incidental” business activity likely to 
bring in additional business income. As a 


services of his are unnecessary. At best, it 
should help him to find a new occupation.”’ 

*»U. 8. News & World Report, May 9, 1952, 
pp. 28-30, an interview with Senator John J. 
Williams of Delaware. ‘ 

211954 Code Sec. 271, formerly Sec. 23(k)(6) 
of the 1939 Code; Legislative Branch Appro- 
priations Act of 1953, Pub. L. 471, 82d Cong.: 
** ‘Contribution’ includes a gift, subscription, 
loan, advance, deposit or gift of money or any- 
thing of value, and includes a contract, promise 
or agreement to make an expenditure, whether 
or not enforceable.’’ See also Cullinan, CCH 
Dec. 6039, 19 BTA 930 (1930). In this case an 
advance to a campaign fund used to elect a 
United States Senator was not deductible, even 
though there was an actual agreement to repay, 
and attempts were made to lower the debt. 
Also, no valid debt statutes had been estab- 
lished. 
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nonbusiness debt, it is not likely that any 
“loan” would be made until the taxpayer 
had fully ascertained the extent of his capi- 
tal gains for the year. However, the plan 
must have been tried, because Congress 
added a new section to the bad debt de- 
duction provision, making it presently in- 
applicable to debts owed by any political 
organization or its representatives.” 


The tax-oriented political candidate, know- 
ing the existing laws governing his activity, 
should not, in his diligent search for funds, 
overlook the great potentialities of the 
“political club.” It may parade under dif- 
ferent guises for varying reasons, but whether 
it is called a business or civic league, an 
employee’s association, or a social club, as 
far as the candidate is concerned it is a 
good source of money. Moreover, as will 
be seen, it presents an excellent sales point 
for the candidate in his attempts to secure 
a loosening of the purse strings of a pros- 
pective contributor. 


The candidate’s primary task is to be- 
come politically acceptable to the group. 


2 Mertens, Law of Federal Income Taxation 
(1953), Vol. 5, Sec. 30.03. 

*% 1954 Code Sec. 501, formerly Sec. 101 of the 
1939 Code; Regs. 118, Sec. 39.101(9)-1. ‘The 
club must have social aspects and its members 
commingle in fellowship."”” G. C. M. 23688, 
1943 CB 283, and G. C. M. 9470, X-2 CB 162. 

*O. D. 280, 1 CB 203 (1919). An old ruling 
of the Treasury Department exempts political 
clubs and is still in effect. But in City Club of 
St. Louis v. U. 8., 1928 CCH D-8096, 24 F. (2d) 
743, a political club organized for the purpose 
of maintaining vigilance over the city govern- 
ment was denied exemption. 

* Regs. 118, Sec. 39.101(8)-1. Exemption is 
provided for civic leagues or organizations not 
organized for profit, but operated exclusively 
for the promotion of social welfare and bene- 
ficial to the community as a whole. There is no 
qualification as to propaganda, influence of leg- 
islation, or net income inuring to any individ- 
ual. It would appear, however, that the 
standards of Sec. 501 of the 1954 Code would 
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He must conform to their ideals and politi- 
cal platforms, even make them his own, 
if he is to secure any financial aid. In 
dealing with such groups, it is important 
to remember that as a general rule they 
need pay no taxes. This exemption applies 
even to organizations that blatantly announce 
themselves as “political clubs” with definite 
party affiliations.” As long as the “club” 
does not carry on any profitable business 
activity, except as is needed to defray ex- 
penses, and no part of the income from dues 
and donations inures to any of its members, 
it enjoys a tax status equivalent to that of 
a charitable corporation.™ Likewise, if the 
“club” takes on the cloak of being non- 
political in name, then, even though its 
objectives are necessarily involved with 
politics, it becomes an extremely attractive 
inducement in selling a businessman on the 
idea of a political contribution. 


” 


The “thank you,” the backslap and the 
dubious promise of future favors, in return 
for a political contribution made directly to 
the candidate or one of his committees or 
political clubs, does not stack up favorably 
in the donor’s mind when he can get all 
that plus a legitimate tax deduction for 
making the same contribution to a civic 
league” or business association™ whose 
aims happen to be closely akin to those of 
a particular candidate. The money given 
may qualify as an ordinary and necessary 
expense of business. In this case the 
shadow of form is far more important than 
the substance. Choosing the correct form 
seems to be the key to success. But that 
alone is no insurance against the vagaries 
of the Internal Revenue Service or the Tax 
Court. The best consolation to be offered 
is that even if the deduction fails, the con- 
tributing taxpayer’s political sentiments, 


apply if any serious question arose. This sec- 
tion was formerly Sec. 101 of the 1939 Code. 


* Regs. 118, Sec. 39.101(7)-1. A_ business 
league is an association of persons having some 
common business interest, the purpose of which 
is to promote such common interest and not 
to engage in a regular business of a kind ordi- 
narily carried on for profit. This extends to 
those conducted on a cooperative basis and 
producing only sufficient income to be self- 
sustaining. Its activities should be directed 
to the improvement of business conditions of a 
particular line of business, as distinguished 
from the performance of particular services for 
individuals. Rev. Rul. 565-444 (July 11, 1955). 
An organization formed to promote the business 
of a particular industry through a general ad- 
vertising campaign is a tax-exempt business 
league, even though only a minor portion of 
such advertising constitutes performance of 
services for the particular members of the 
industry. 
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often lying along lines parallel to those of 
the donee organization, are at least satis- 
fied." The money would have been given 
anyhow, and he ought not to be blamed for 
trying to obtain a bona-fide deduction.” 

To understand properly how business— 
and labor, too—can receive deductions for 
political contributions, a knowledge of the 
progressive movement of prohibited, illegal 
expenses into the zone of allowable ex- 
penditures is necessary. 

In numerous instances, businessmen are 
compelled to make payments which are 
questionable. But a lack of such payments 
would lead to a lack of business. For that 
reason they deem these payments to be or- 
dinary and necessary expenses.” It is not 
hard to justify a liberal interpretation of 
“ordinary and necessary expenses” in favor 
of a taxpayer, where money is actually 





“If a political candidate dons the mantle of 
a birth control or antivivisection organization 
and gains the support of it, a contribution to 
the organization which later seeps to him is 
deductible to the contributor under 1954 Code 
Sec. 170, formerly Sec. 23(0) of the 1939 Code. 
See Faulkner v. Commissioner, 40-2 ustc {| 9544, 
112 F. (2d) 987, rev’g CCH Dec. 10,779A (July 
11, 1939); Mary duPont Faulkner, CCH Dec. 
11,338, 42 BTA 1019 (1940). These cases are 
discussed in ‘‘Illegality as Affecting Status as 
a Charity Under the Federal Income Tax,"’ 41 
Columbia Law Review 335 (1941). Faulkner v. 
Commissioner held that the Birth Control 
League of Massachusetts had in 1935 in fact 
abandoned its purpose to secure legislation and 
thereby became organized ‘‘exclusively’’ for 
the purposes prescribed by statute, although 
its constitution and bylaws were not amended 
until 1937. In 1948 this same organization 
propagandized in favor of a state referendum. 
Its opponents likewise organized to defeat the 
referendum. Political candidates for various 
offices took definite stands on the matter. The 
referendum was defeated. 

See Mertens, work cited at footnote 22, Vol. 
5, Sec. 31.26. See Boston Globe, October 1, 1948, 
p. 11, col. 1; Boston Herald, October 26, 1948, 
p. 1, col. 2, October 29, 1948, p. 1, advertise- 
ment, October 31, 1948, p. 1, advertisement, 
p. 8 and p. 42. 

% Mertens, work cited at footnote 22, Vol. 
5, Sec. 31.20. A deduction as a charitable con- 
tribution is permitted for a contribution given 
to the Society for the Prevention of Cruelty to 
Animals. 1954 Code Sec. 501. The American 
Anti-Vivisection Society has been held to be a 
charitable organization even though it has been 
very active in promoting legislation. See 
Pennsylvania Company for Insurance on Lives 
and Granting of Annuities v. Helvering, 3 ustc 
91134, 66 F. (2d) 284 (1933), rev’g CCH Dec. 
7529, 25 BTA 1168 (1932). The same result was 
reached by the New England Anti-Vivisection 
Society in Old Colony Trust Company v. Welch, 
38-2 ustc { 9534, 25 F. Supp. 45. 

® Regs. 118, Sec. 39.23(0)-1(e) and (f). A 
donation made by an individual to an organiza- 
tion, which bears a direct relationship to his 
business and is made with a reasonable expecta- 
tion of a financial return commensurate with 
the amount of the donation, may constitute an 
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spent in operation of a business and where 
such expenses may result in creating tax- 
able income.” 


There is hardly a business in existence 
which management can carry on without 
making payments by way of commissions, 
fees, gifts, entertainmeni, rebates, “kick- 
backs,” and other forms of gratuities 
which, upon sober consideration, could be 
challenged as excessive er unwarranted, for 
one reason or another, by a revenue agent. 
In many cases, elimination of the expenses 
would eliminate the business; so as long as 
the expenditures seem reasonable and to 
have been made in good faith, they ought 
to be allowed. 


For a number of years there had been 
an infusion of “public policy” considerations 
of judicial origin into tax cases involving 
tainted business activities.” Where the 


allowable deduction as a business expense. 
However, a direct contribution to a political 
campaign is not so deductible. The character 
of the organization receiving the gift and not 
the purpose of the gift is the test of deducti- 
bility (O. D. 465, 2 CB 152). 

%® Limerick, CCH Dec. 17,696, 9 TCM 465. A 
contribution to the Lions Club made with the 
reasonable expectation of a financial return was 
held deductible. A contribution to the National 
Society of the Daughters of the American Revo- 
lution, which at times expresses definite politi- 
eal views, has been allowed as a deduction 
(I. T. 2334, VI-1 CB 82, superseding an earlier 
disallowance in Genevieve Tucker, CCH Dec. 
824, 2 BTA 796 (acq.); Singer Sewing Machine 
Company, CCH Dec. 14,772, 5 TC 851, aff'd, 47-1 
ustc { 9147, 158 F. (2d) 982 (1947)). The tax- 
payer made donations to local charities on the 
recommendations of agents in several localities 
in order to maintain or develop business. The 
amounts were held deductible as ordinary and 
necessary business expenses. 

‘A return of a part of a sum received as of 
wages, commissions, fees, specifically because 
of confidential agreement or coercion.’’ (Web- 
ster’s Dictionary, definition of ‘‘kickback.’’) 

* Pertinent criticism leveled at the decisions 
centered on the accusation that they repre- 
sented expressions of superimposed public 
policy of judicial origin, imposed because of the 
deviation from the customary interpretation of 
the ‘‘ordinary and necessary’’ provision of the 
Code. It was felt that all that was required for 
a proper deduction was that it result from the 
taxpayer's business, and that it be a customary 
expenditure of similar enterprises. See also 
Deputy v. duPont, 40-1 ustc { 9161, 308 U. S. 
488, 60 S. Ct. 363; Amtorg Trading Corporation 
v. Commissioner, 1933 CCH { 9349, 65 F. (2d) 
583; Burroughs Building Material Company v. 
Commissioner, 2 ustc {§ 641, 47 F. (2d) 178 
(1931); Kelley-Dempsey 4 Company, CCH Dec. 
8735, 31 BTA 351 (1934); Haston Tractor and 
Equipment Company, Inc., CCH Dec. 9536, 35 
BTA 189 (1936); Commissioner v. Longhorn 
Portland Cement Company et al., CCH Dec. 
13,747, 3 TC 310, rev'd, 45-1 ustc { 9242, 148 F. 
(2d) 276, cert. den., 326 U. S. 728, 66 S. Ct. 33 
(1945); National Brass Works, Inc. v. Commis- 
sioner, 50-1 ustc { 9316, 182 F. (2d) 526; Uni- 


TAXES —The Tax Magazine 





WYTYTTQT =; at 
factual situation involved overriding ques- 
tions of morality, and involved fines and 
payments to the federal, state, or local gov- 
ernments for violation of statutes and ordi- 
nances, or expenses connected with an obvi- 
ously illegal business activity, there was— 
and still is—justification for not permitting 
a deduction. The public policy considera- 


tions are there limited to the general deter- 
rence of violation of criminal statutes and 
regulatory laws, where there has been a 
It is simply a 


past history of violation. 


(Footnote 32 continued) 

versal Atlas Cement Company v. Commissioner, 
49-1 ustrc § 9110, 171 F. (2d) 294 (1948); Lomas 
and Nettleton Company v. U. 8., 482 ustc 
{| 9362, 79 F. Supp. 886 (1948). 

*® Magill, Taxable Income, p. 378, quoting 
from the English humor magazine Punch, April 
26, 1933, p. 457: ‘‘The interesting suggestion 
is made that if the Crown deliberately refrained 
from arresting a taxpayer conducting an illegal 
business in order that his profits and income 
tax might be as high as possible, it could not 
recover the tax.’’ See Smith v. Minister of 
Finance, Canada Law Reports Sup. Ct. (1925) 
405. This case held that profits from operations 
in liquor traffic contrary to law were not in- 
come under the Income War Tax of 1917 (com- 
mented on in 26 Columbia Law Review 115 
(1926). 

* It is hardly extraordinary to find payments 
to racketeers for protection (Reliable Milk and 
Cream Company, Inc., CCH Dec. 10,420-F 
(August 20, 1938)) or to inspectors unreason- 
ably delaying a construction contract (Kelley- 
Dempsey & Company, cited at footnote 32) or 
to purchasing agents as ‘‘kickbacks’’ (state 
of R. W. Lashells, CCH Dec. 18,872(M), 11 
TCM 274 (March 28, 1952)). To say that such 
payments are unnecessary because the taxpayer 
can resort to his legal remedies again involves 
a distortion of the judicial definition of ‘‘neces- 
sary.’ Payments for innocuous forms of com- 
mercial bribery have been held deductible. See 
F. L. Bateman, CCH Dec. 9301, 34 BTA 351 
(1936); Fairmont Creamery Corporation v. Hel- 
vering, 37-1 ustc { 9115, 89 F. (2d) 810. See also 
Lilly et al. v. Commissioner, 52-1 ustc { 9231, 
33 U. S. 90, 72 S. Ct. 497; Commissioner v. 
Heininger, 44-1 ustc {§ 9109, 320 U. S. 467, 64 
S. Ct. 249 (1943). 

% New Colonial Ice Company, Inc. v. Helver- 
ing, 4 ustc § 1292, 292 U. S. 435, 54 S. Ct. 788 
(1934); O’Laughlin v. Helwering, 35-2 ustc 
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case of not permitting the taxpayer to profit 
from his ill-gotten gains.“ When the facts 
showed that the expenses were on the 
borderline of business morality, though 
there was no direct violation of law, it was 
considered as being inimical to the best 
public interest. There the source of public 
policy was not as definitely restricted as in 
the other cases. The only limitations were 
the two hazy judicial standards of the “ideal 
businessman” and the “public welfare.” 
More frequently than not the deductions 
were denied.” 


The perplexing search for the point at 
which a payment qualified as a deduction 
went on through the mist of judicial deci- 
sions. This mist extended from cases 
involving outright violations of a statute to 
offenses against some aspect of public policy 
or business ethics.” 


The early cases required a definite prox- 
imity of the expenditure to the taxpayer’s 
business, but if it was thought to be an 
undesirable type of activity, it couldn’t 
qualify judicially as an “ordinary and neces- 
sary expense.” ™ 


{ 9685, 81 F. (2d) 269; Underwood v. Commis- 
sioner, 1932 CCH { 9123, 56 F. (2d) 67. See also 
‘‘Deduction of Business Expenses, Illegality and 
Public Policy,”’ 54 Harvard Law Review 852 
(1941). The two classic cases in the field are 
Kornhauser v. U. 8., 1 ustc § 284, 276 U. S. 
145, 48 S. Ct. 219 (1928); Welch v. Helvering, 
3 ustc § 1164, 290 U. S. 111, 4 S. Ct. 8 (1933). 
In the Kornhauser case, attorneys’ fees in de- 
fense of a suit were deductible as an ‘ordinary 
and necessary’’ expense. In the Welch case, 
payments on debts of a corporation made by a 
former corporate officer after the corporation's 
discharge in bankruptcy, for the sole purpose 
of strengthening his own business standing 
and credit were not ‘‘ordinary and necessary”’ 
expenses. In the Welch case, at p. 114, Mr. 
Justice Cardozo said: ‘There are norms of 
conduct that help to stabilize our judgment 
and make it certain and objective. The statute 
might well have been construed to render perti- 
nent merely whether the expenditures were 
ordinary to a person in the taxpayer's actual 
position.’ Welch v. Helvering is noted in 27 
TAXES 671 (July, 1949). 

% 54 Harvard Law Review 859 (1941): 8 Tax 
Law Review 241 (1952). Expenses incurred in 
the conduct of an illegal activity are themselves 
legal and often deductible. Cohen v. Commis- 
sioner, 49-2 ustc { 9358, 176 F. (2d) 394. In this 
case, salary payments to gamblers’ employees 
were deductible, but protection payments were 
not. Andrew Kjar, CCH Dec. 12,114-E (1941). 
Here a taxpayer was allowed to deduct freight 
and loading charges incurred in the illegal im- 
portation of liquor. 

Deduction of a business loss (which does not 
have to be ‘‘ordinary and necessary’’ under 1954 
Code Sec. 165, formerly Sec. 23(e)-(f) of the 
1939 Code) has had to meet the test of ‘“‘public 
policy.’” Hence, Kjar’s loss through hijacking 
of his illegal liquor was not deductible because 
of the illegality of the activity. 
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Then came the Lilly case,” and the recent 
ruling which supported it to the extent 
that in this field there now need be no 
reliance on judicial disapproval of common 
business practices.” In that case, the tax- 
payers were in the optical business in 
Virginia and North Carolina. They paid 
one third of the retail sales price as a 
“kickback” to the doctors who prescribed 
the eyeglasses which they sold. This re- 
flected an established and widespread practice 
in the industry in those localities. These 
payments were held to be deductible as 
“ordinary and necessary business expenses.” “ 
Today it is clearly stated that a “kick- 
back” payment is deductible if it is (1) 
normal, usual and customary in the industry 
and the community," (2) appropriate and 
helpful in obtaining business” and (3) 
made with the knowledge and consent of 
the customer or prospective customer.* 

One facet of the judicial concept of 
morality, in its application to business, in- 
volved political lobbying. The judges felt 
that lobbying was per se an evil against 
the people, and so any tax deduction at- 
tributed to it was likewise bad. This was 
highlighted by a long, drawn-out case which 





* Lilly et al. v. Commissioner, cited at foot- 
note 34 (noted in 8 Tax Law Review 245 (1952); 
30 TAXES 641 (August, 1952); 30 TAXES 958 
(December, 1952)). The Court, speaking through 
Mr. Justice Burton, said: ‘‘Assuming for the 
sake of argument that, under some circum- 
stances, business expenditures which are ordi- 
nary and necessary in the generally accepted 
meanings of those words may not be deductible 
as ‘ordinary and necessary’ expenses when they 
frustrate sharply defined national or state 
policies proscribing particular types of conduct, 
nevertheless, the expenditures now before us 
do not fall in that class. The policies frus- 
trated must be national or state policies evi- 
denced by some governmental declaration of 
them.’’ (Pp. 96-97 of opinion.) A legislative 
definition is needed as to public policy. See 
30 Taxes 644 (August, 1952). See also J. J. 
Schwartz, ‘‘Business Expenses Contrary to Pub- 
lic Policy, An Evaluation of the Lilly Case,"’ 
8 Tax Law Review 241 (1952). 

*% The Treasury hooked onto the Federal 
Trade Commission Act in its effort to disallow 
payments in the nature of kickbacks. It noted 
that the law required that the recipient's em- 
ployer be notified or the gift would be dis- 
allowed even if it were ordinary and necessary 
to the business. This creates doubt about de- 
ductibility of gifts to individual employees of 
the customer, such as buyers. 

%® Rev. Rul. 54-27, 1954-1 CB 44. Lurie, ‘‘Illegal 
Expenses,"’ Proceedings of New York University 
Eleventh Annual Institute on Federal Taxation, 
p. 1189. 

* Tax rules on ‘‘Christmas giving’’ present a 
double danger. If the amount spent is in- 
appropriately large, it may be disallowed, as 
well as attracting the attention of an internal 
revenue agent when the tax return is audited. 

“ Research Institute report, November 11, 
1954. More firms are going in for a new pro- 
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concerned some German textile companies 
which, in 1924, set. out to recover some 


$60 million worth of properties held by the 
United States Alien Property Custodian 
as an aftermath of World War I.“ The 
Textile Mills Security Corporation was 
hired to effect recovery on a 5 per cent 
contingent fee basis. The corporation worked 
vigorously grinding out lobbying propa- 
ganda. So effective were its efforts that in 
1928 the Setthement of War Claims Act 
restored the properties to their German 
owners and the corporation was paid its 
fee. The fee was reported as gross income, 
but the Commissioner rejected the expense 
of lobbying as a deduction, claiming that 
the ban on deducting amounts spent for 
such activities put them outside of the 


gram of “‘institutional giving.’’ Under this 
plan, individual gifts are discontinued and the 
company contributes its Christmas gift to a 
local charity in the name of its customers. This 
new approach is winning growing acceptance 
among firms of all sizes in various parts of the 
country not only because it is ‘‘more in the 
spirit of Christmas,’’ but also because com- 
panies that have tried it have earned consid- 
erable good will, both from the public and 
from their customers. 

#T. T. 4096, 1952-2 CB 71. The Lilly rule has 
been applied to fee-splitting between surgeons 
and referring physicians. 

*% See footnote 34. This rule applies to em- 
ployees. Query: Would the ‘“‘kickback’’ reve- 
nue rule fit a situation such as the one that 
exists in a business where ‘‘free lance’’ buyers 
receive a 10 per cent ‘‘kickback’’ from the sup- 
pliers, based on the total amounts they have 
purchased for their accounts? These accounts 
represent retail stores who pay for the supplies 
ordered. Some of them know of the practice; 
most of them do not. Is this in the nature 
of a commission? 

“* Textile Mills Securities Corporation v. Com- 
missioner, 40-2 ustc {| 9822, 117 F. (2d) 62, aff'd, 
41-2 ustc § 9784, 314 U. S. 326, 62 S. Ct. 272, 
noted in 54 Harvard Law Review 698 (1941) 
and 30 Taxes 149 (February, 1952). It was 
reasoned that expenditures in performance of 
a void contract were unnecessary. But in Her- 
man Goedel, CCH Dec. 10,545, 39 BTA 1 (1939), 
it was held that the Commissioner of Internal 
Revenue could not show a contract to be un- 
enforceable once it was actually performed. See 
Denholm and McKay Company, CCH Dec. 690, 
2 BTA 444 (1925); Mary G. Mulqueen, CCH Dec. 
7420, 25 BTA 441 (1932); Griswold, Cases and 
Materials on Federal Taxation (Foundation 
Press, 1950). 
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“ordinary and necessary” expenses allowed 
by the Code. The United States Supreme 
Court, speaking through Mr. Justice Douglas, 
agreed. It is interesting to note that al- 
though this form of legislative lobbying 
had been singled out by the courts as being 
very dangerous, nowhere in any case is 
there cited a violation of an existing statute 
or a contrariness to any Code provision. 
This case was roundly critized.” 

Although the Testile principle has never 
been reversed,” the effective vitality of it 
was put somewhat in doubt two years later 
by a decision of the United States Supreme 
Court favorable to a dentist named Hein- 
inger.” The taxpayer had paid large fees 
in an unsuccessful defense of a fraud order 
which stopped him from selling false teeth 
by mail. He deducted all of the expenses 
of the costly litigation, and the Commis- 
sioner disallowed them. The Court, in 
affirming a reversal, indicated that deduc- 
tions should be denied for public policy 
reasons only when allowance would frus- 
trate a clear legislative intent.“ The re- 
sult was a removal of the unrealistic, 
fanciful interpretations of the phrase “or- 
dinary and necessary,” as applied to compel 


taxpayers to conform to judicial or exe- 
cutive concepts of desirable conduct. 


This new cudgel served to control lower 
courts in price control cases.“ Amounts 
paid to the federal government by taxpayers 
who had mistakenly overcharged customers 
became permissible deductions as business 
expenses and were held not to be within the 
realm of a penalty. It seems clear that 


Congress should define the extent to which 
public policy should determine the allow- 
ability of a deduction.” 


The field of politics ranges far and wide, 
and is an all-encompassing activity. It, 
therefore, becomes extremely difficult to 
distinguish cases. One provision of the 
Code forthrightly prohibits deductions for 
any contribution for lobbying, promotion 
or defeat of legislation, propaganda, ad- 
vertising, or campaign expenses.” Yet a 
donation made to an organization, which 
bears a direct relationship to a business 
activity and is made with a _ reasonable 
expectation of a financial return commensu- 
rate with the amount of the donation, may 
constitute an allowable deduction as a busi- 
ness expense.” 


*% Commissioner v. Pacific Mills, 53-2 ustc 


{| 9567, 207 F. (2d) 177, 181. See also 51 Colum- 
bia Law Review 752 (1951). 

#* Commissioner v, Heininger, cited at footnote 
34, favorably commented on in Griswold, work 
cited at footnote 44, at p. 294. See Helvering v. 
Hampton, 35-2 ustc { 9562, 79 F. (2d) 358; Isaac 
P. Keeler, CCH Dec. 6999, 23 BTA 467 (1931). 

* Commissioner v. Heininger, cited at footnote 
34. See an excellent note in 67 Harvard Law 
Review 1408 (1954). It is the writer’s impres- 
sion that the rule of the Textile case ‘‘seems 
unimpaired.’’ The Lilly case is distinguished, 
but the Heininger case is not mentioned. 

48 Pp. 473-474 of opinion. See note, 51 Colum- 
bia Law Review 752 (1951). Naturally, a statu- 
tory penalty is not deductible, since it would 
defeat the effectiveness of the statute and frus- 
trate its purpose, and would permit the violator 
to gain a tax advantage (Longhorn Portland 
Cement Company, cited at footnote 32). See 
also Jensen, ‘‘Deductibility of Payments in Set- 
tlement of Civil Actions,'’ Proceedings of New 
York University Seventh Annual Institute on 
Federal Taxation, p. 108. 

Jerry Rossman Corporation v. Commis- 
sioner, 49-2 ustc { 9333, 175 F. (2d) 7ll. See 
Gelfand, ‘‘Payments to OPA,’’ 27 TAXxEs 961 
(November, 1949); National Brass Works, Inc. 
v. Commissioner, cited at footnote 32; Farmers 
Creamery Company of Fredericksburg, Virginia, 
CCH Dec. 17,646, 14 TC 879 (1950); Paris Manu- 
facturing Company, CCH Dec. 18,642(M), 10 
TCM 1064 (1951); Pacific Milis, CCH Dec. 18,594, 
17 TC 705 (1951). 

% Stapleton, ‘““‘The Supreme Court Redefines 
Public Policy,’’ 30 TAxes 641 (August, 1952). 
See also McCaffrey, ‘‘Deducting Penalty for 
Price Violation,’’ 30 TAXEs 329, 332 (May, 1952). 

51 See Regs. 118, Sec. 39.239-1(a)-13. 

® 1954 Code Sec. 162. See, generally, Redlich, 
“Taxes and Politics, The Lessons of 1952," 8 
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Taz Law Review 394 (1952); Blough, The Fed- 
eral Taxing Process (1950), pp. 61-75; 56 Yale 
Law Journal 304 (1947). 

The following types of expenses have been 
held to be deductible as business expenses: pay- 
ments by brewers to associations to combat 
prohibition (Best Brewery Company, CCH Dec. 
5336, 16 BTA 1354 (1929); George Ringler and 
Company, CCH Dec. 3636, 10 BTA 1134 (1928)); 
railroad contributions to an association conduct- 
ing a campaign to create favorable public opin- 
ion (Texas and Pacific Railway v. U. S8., 1931 
CCH { 9587, 52 F. (2d) 1040); fees paid to 
organizations to avoid labor trouble and combat 
unionization (Fritz B. Campen, CCH Dec. 5164, 
16 BTA 543 (1929); George M. Cohan, CCH Dec. 
3862, 11 BTA 743 (1928); Sam H. Harris, CCH 
Dec. 3904, 11 BTA 871 (1928); O. D. 450, 2 CB 
105); payments made to organizations with the 
hope that the result would be expanded trade 
(The Hub, Inc., CCH Dec. 7765, 26 BTA 1201 
(1932); Old Mission Portland Cement Company 
v. Commissioner, 35-1 ustrc § 9009, 293 U. S. 289, 
55 S. Ct. 158 (1934)); money paid to defeat 
legislation generally harmful to the taxpayer's 
business (H. R. Cullen, CCH Dec. 11,089, 41 
BTA 1054 (1940); The Adler Company, CCH 
Dec. 3567, 10 BTA 849 (1928); William P. Kyne, 
CCH Dec. 9540, 35 BTA 202 (1936)). 

Where the expense is not sufficiently related 
to the carrying-on of business, it becomes a 
nondeductible donation (Lelia 8S. Kirby, CCH 
Dec. 9594, 35 BTA 578 (1937); David A. Reed, 
cited at footnote 10). See also The McClintock- 
Trunkey Company, CCH Dec. 19,316, 19 TC 297 
(1952). The Tax Court disallowed dues paid 
to the Good Roads Association, the Taxpayers 
League and the Washington Wholesalers Beer 
Association. It would seem that variation in 
decisions can only be attributed to the judicial 
interposition of public policy considerations 
based on local mores and temperaments. 
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Surrounding the immediate area of either 
opposite pole, decisions may be made with 
certainty. Therefore, one can say with 
categorical affirmativeness that, on the one 
hand, a direct campaign contribution is not 
deductible, but, on the other hand, a trade 
advertisement is a legitimate business ex- 
pense and is deductible. But if the ad- 
vertisement is in a journal sponsored by 
the Birth Control League, which campaigns 
actively at election time to promote a 
referendum favoring its views, what will 
the result be? It is the multitude of points 
within that vast area between the poles 
that makes for nebulous decisions. The 
guideposts are too few and the taxpayers 
become confused. 


Since the era of President Theodore 
Roosevelt, when the “big stick” was wielded 
with effectiveness on the “robber barons” 
of the day,” there has been a statutory ban 
on corporate contributions for political pur- 
poses.“ Actually, the ban did not even 
dampen the corporate influence in federal 
elections one iota. Prior to 1907, when the 
statutory prohibition was enacted, the cor- 
porate giving was made on a direct basis 
to the political organizations. Today, large 
individual gifts by corporate officials and 
their families exert the same influence.” 


A very easy avoidance of the prohibition 
by a number of large corporations is found 
in the device of giving executives excessive 
expense accounts or additional bonuses 
with the understanding that the excess is 
to be contributed to a political candidate. 
The accompanying tax benefit of such a 
maneuver is too sweet to resist. Generally, 
all such amounts are legitimately deductible. 


Within the past few years, corporations 
have made use of so-called “institutional 
advertising” to voice their political senti- 
ments to the people in the “public inter- 


% Pollock, Party Campaign Funds (1926), 
p. 64. 

34 Stat. 864 (1907). The constitutionality 
of this statute was sustained in U. 8. v. Brewers 
Association, 239 F. 163 (1916). All but nine 
states provide similar prohibitions on corporate 
contributions. To equalize restrictions on busi- 
ness and labor and to protect minority union 
members from the use of their funds ‘‘for 
political purposes they oppose,’’ there have been 
appropriate laws enacted. S. Rept. 99, S8ist 
Cong., Ist Sess., Pt. 2, 62 (1949). 


5 McKean, Party and Pressure Politics (1949), 
p. 353. 

% Printers’ Ink, December 19, 1952, p. 17, and 
April 11, 1952, p. 17; New York Times, October 
15, 1952, where there appeared an advertisement 
by the Standard Steel Spring Company, which 
was subsequently described as a ‘‘thinly dis- 
guised form of advertising in behalf of the 
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est.”™ These advertisements have enabled 


business to paraphrase speeches or slogans 
of political candidates or their respective 
parties and, at the same time, qualify for 
a tax deduction. The Internal Revenue 
Service has not been too receptive to this 
system of donations, but thus far it remains 
to be seen whether court sanction will be 
forthcoming. 


A very fine line has been drawn by Con- 
gress and the courts between outright cam- 
paign contributions which are not deductible 
and payments made to business, civic or 
political organizations for the purpose of 
playing host to conventions and similar 
gatherings. It is reasoned that numerous 
people will be drawn to the community by 
such events. If there is a reasonable ex- 
pectation of financial return commensurate 
with the amount expended, an ordinary and 
necessary business expense is developed, 
and such a payment becomes deductible. 
This has brought about an advantageous 
avenue of approach used by political or- 
ganizations in their fund-raising drives to 
pay for the cost of conventions. The device 
works to the favor of a corporation which 
is enabled to buy political “good will” for 
48 cents of the dollar. The remaining 52 
cents was probably already destined for 
federal taxes.” 


Something that has received unusually 
favored tax treatment by the Internal Rev- 
enue Service is the so-called “development 
fund,” which is generally sponsored by a 
civic group or chamber of commerce for 
the purpose of enticing business into an 
area.” Contributions to this type of fund 
are deductible. This money may be used 
to lobby in the legislature for tax exemptions 
designed to serve as bait for new busi- 
ness. It may be used to propagandize bene- 
fits inuring to migrating industries that 
move to the municipality to the detriment 


Republican Party’’ in a letter by Norman 
Thomas, New York Times, November 1, 1952. 

It should also be noted that corporate contri- 
butions often take the form of a ‘‘good will’ 
advertisement in a party journal, published to 
mark some committee dinner. 

*"U. 8. News & World Report, October 6, 
1952, p. 50, and December 19, 1952, p. 38. 

See footnote 26. I. T. 3706, 1945 CB 87: 
Contributions made to one M County Develop- 
ment Fund, sponsored by the Chamber of Com- 
merce of the City of R, by taxpayers engaged 
in trade or business in the County of M, were 
held deductible as business expenses unless it 
appeared that the contributions were not made 
for the purpose, and with the reasonable ex- 
pectation, of deriving a business profit there- 
from. The desire of the Bureau was expressed 
that its policy with respect to the treatment of 
such contributions be as liberal as possible 
consistent with the statute. 
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of economically critical areas in other parts 
of the country.” It is difficult to assess in 
this category the true characteristics of a 
payment made, for example, to a fund 
which is set up to further legislation similar 
to that involved in the St. Lawrence Sea- 
way project. This is especially true when 
the donor is a midwestern shipper whose 
costs would undoubtedly be reduced by 
such a project. Numerous other instances 
can be cited, and it is not at all unusual 
to find directly contrary decisions involving 
contributions to the same political organ- 
ization by different taxpayers in different 
jurisdictions.” 

Admittedly, the ordinary political ex- 
penditure by a business is made only in 
the interests of “good will.” The situation 
becomes far more serious, however, when 
the very life of a business is to be legis- 
lated to death. At such a time, the ordinary 
taxpayer will resort to any sort of lobby- 
ing or politicking in order to survive. Who 
is to say then where “ordinary and nec- 
essary expense” ends and political con- 
tribution begins? Dialectic, hair-splitting 
discussions produce no concrete answers— 
merely additional problems. For instance, 
what business ties are proper for a man in 
government? Is it ethical for a lawmaker 
or employee of the government to repre- 
sent a client as an attorney in a matter on 
which he has confidential knowledge? Can 





he represent a client before state agencies 
on a contingent fee basis? The theory is 
that since lawmakers have to depend on 
some outside source of income, it would be 
unwise to proscribe too many activities by 
statute, since that course would limit public 
service to the very wealthy or the very 
poor. But there is no solid foundation 
established on the problem of whether a 
taxpayer is entitled to a business deduction 
when he hires a legislator as his attorney, 
or contributes to a politically motivated 
business club at election time.” 

In order to equalize the political-con- 
tribution restrictions on business and labor 
organizations and to protect minority union 
members from use of their treasury funds 
for political purposes which they oppose, 
a ban was imposed in 1943." As a result 
of methods empleyed by the Political Ac- 
tion Committee of the Congress of Industrial 
Organizations to circumvent the restrictions 
on labor during the 1944 Presidential cam- 
paign, Congress extended the ban to primaries 
and nominating conventions and made it 
apply in those areas with the same force 
that it had in general elections.” The taboo 
on political donations by labor was re- 
emphasized in 1947 in the Taft-Hartley Act 
and made to include “expenditures.”“ In 
practice the unions do what they did before 
the Taft-Hartley Act. Most of their election- 
year activities are financed by individual 
contributions. Separate “trade union” ac- 
counts are usually maintained, from which 
direct contributions are made to candidates 
for state offices. Sometimes the expendi- 
tures are charged to “education” or “public 
relations” accounts. Of course, no direct 
contributions are made to candidates for 
federal office. Thus far it has been difficult 
to make binding the word “expenditure” in 
the law.” 

There have been arguments advanced 
against the restrictions placed on union 
political contributions. The most convinc- 
ing one, by way of comparison, is that 





%® T. T. 3735, 1945 CB 89; Addressograph-Multi- 
graph Corporation, CCH Dec. 14,387(M), 4 TCM 
147 (1945). 

#T. T. 1281, I-1 CB 118 (1922), was modified 
by I. T. 3735. See O. D. 496, 2 CB 105; Rich- 
mond Hosiery Mills, CCH Dec. 2438, 6 BTA 
1247 (1927); Lelia 8. Kirby, cited at footnote 52, 
aff'd in part on other issues, 39-1 ustc { 9367, 
102 F. (2d) 115; Hotel Patten Company, CCH 
Dec, 4468, 13 BTA 943 (1928); Ranier Grand 
Company, CCH Dec. 3812, 11 BTA 520 (1928); 
Singer Sewing Machine Company, cited at foot- 
note 30. See cases cited at footnote 52. 

* Business Week, April 24, 1954, p. 32. 

® See footnote 54. 

* 18 USC Sec. 610. 

* Sec. 304 of the Taft-Hartley Act is in fact 
an amendment of Sec. 313 of the Federal Cor- 


Political Contributions 


rupt Practices Act, 2 USC Sec. 251 (1940 Ed.); 
Supp. V, Tit. 50, App. Sec. 1509. 

®6®U. 8. v. C. I. O., 335 U. S. 106, 68 S. Ct. 1399 
(1948). The CIO News endorsed a Congressional 
candidate in a special election. The Court 
avoided the constitutional question and held 
that the statute did not apply. This case was 
followed in U. 8S. v. Painters’ Local Union No. 
481, 172 F. (2d) 854 (1949). The court held that 
a union purchase of radio time and newspaper 
space in support of a candidate was not an 
‘‘expenditure’’ under the statute. 

Stated generally, Sec. 304 of the Taft-Hartley 
Act makes it unlawful, under penalty of a fine 
and a jail sentence, for either corporations or 
labor unions to make any contribution or ex- 
penditure in connection with an election to a 
federal office. 
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labor unions are essentially similar to busi- 
ness leagues, such as the National Association 
of Manufacturers or chambers of commerce, 
groups which are not covered by the cor- 
porate ban and whose contributed receipts 
merit deductions. But, practically speaking, 
the unions are not hamstrung by the re- 
strictions. 


Conclusion 

A great deal of proverbial lip service has 
been directed towards improving the breed 
and character of political candidates—yet, 
other than the nebulous rewards of “faith- 
ful public service,” there has rarely been 
any incentive held out for men and women 
of ability to seek public office. The finan- 
cial penalty of an unsuccessful campaign 
has proven to be a serious deterrent. 

A workable solution could be set forth 
by Congress by scheduling a series of per- 
sonal deductible sums available to candi- 
dates, with variations dependent on the 
office being sought. It is well understood 
that funds needed to reach the electorate 
often bear a relationship to the need for 
provincial vagaries. Nevertheless, a Code 
analogy exists by way of the dependency 


exemption of $600 which, for many tax- 
payers, proves to be grossly unrelated to 
the actual costs incurred. Then, too, per- 
haps the political awareness of the electorate 
could be aroused by the granting of a limited 
tax deduction for political contributions. 


There can be no practical alleviation of 
the need for numerous campaign com- 
mittees in the appropriate type of election, 
but certainly legislation directed toward 
financial centralization, with the resultant 
pinpointing of responsibility, would be all 
to the good. 


The Treasury attempt to bring the tax 
laws into conformity with business prac- 
tices, as in the case of “kickbacks,” ought 
not to be thought of as a panacea. Much 
detailed soul-searching into the philosophical 
matters of business ethics and morality 
ought to be undertaken before further 
necessary legislative action is considered. 

The maze of judicial decisions, Treasury 
regulations, memoranda and Congressional 
committee reports all seem to point to a 
governmental “hands off” policy and a 


legislative reconsideration in the area of 
lobbying expenses. [The End] 
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depletion); Mighell, 56-2 ustc | 9630 (CA- 
10), Docket No. 168 (income tax evasion); 
Montana Power Company v. U. S., 56-1 Ustc 
{9402 (CA-3), Docket No. 194 (deduction 
of amortized discount); Mungiole v. U. S., 
56-1 ustc {9525 (CA-3), Docket No. 136 
(wagering tax); Omaha Public Power Dis- 
trict v. O’Malley, 56-1 ustc 79503 (CA-8), 
Docket No. 230 (state-owned utility); Paley, 
56-1 ustc $9466 (CA-9), Docket No, 244 
(partnership gain); Pebble Springs Distilling 
Company, 56-1 ustc $9326 (CA-7), Docket 
No. 223 (corporate reorganization); Pezz- 
nola v. U. S., 56-1 uste J 9515 (CA-1), Dock- 
et No. 203 (income tax evasion) ; Schwimmer 
v. U. S., 56-2 ustc J 9711 (CA-8), Docket 
No. 177 (grand jury investigation) ; Schwim- 
mer v. U. S., 56-2 ustc 99712 (CA-8), 
Docket No. 178 (grand jury investigation) ; 
Wolcher v. U. S., 56-2 ustce 79719 (CA-9), 
Docket No. 253 (income tax evasion); 
Woolsey v. U. S., 56-2 ustc J 11,628 (CA-2), 
Docket No. 171 (gift tax). 


The Commissioner 


Tax forms.—Taxpayers will soon be re- 
ceiving their 1956 income tax forms and 


776 


November, 1956 ®@ 


instructions. The Internal Revenue Service 
has assembled three packages of federal 
income tax forms. Package No. 1, which 
will be received by most individuals, in- 
cludes two copies of Form 1040 and an 
instruction pamphlet, two capital gain 
schedules (Schedule D) and one Form 
1040-ES for estimating 1957 taxes. Farmers 
will get the same material in Package No. 
2, except that the 1040-ES form is for 
estimating 1956 taxes. The businessman’s 
package, Package No. 3, will contain two 
business schedules (Schedule C) in addition 
to the materials in Package No. 1. 

On December 3, the local district direc- 
tors’ offices will have available the following 
1956 tax forms, together with related sched- 
ules and instructions: Form 1040 for in- 
dividuals, Form 1041 for fiduciaries, Form 
1065 for partnerships and Form 1120 for 
corporations. 

In a notable change from past years, em- 
ployees earning less than $5,000, who file 
Form 1040A, may elect to show their own 
tax from the optional tax table. However, 
if additional tax is due, it must be remitted 
with the return. If the employee filing Form 
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1040A elects to let the district director 
figure the tax, he does not have to remit 
any tax due until billed by the director. 
Another innovation this year is the gearing 
of the instructions for Form 1040 to specific 
lines of the form. 


Treasury enrollment cards.—An estimated 
62,000 Treasury enrollment cards will ex- 
pire in 1957. Lawyers and accountants 
whose cards are expiring will be able to 
renew their enrollment for a subsequent 
five years, subject to their having met the 
ethical standards established by the practice 
division of the Internal Revenue Service. 


George C. Lea, director of the practice 
division, reported that notice of an amend- 
ment of the regulations covering renewal 
procedure will soon be published in the Fed- 
eral Register and will be followed by in- 
structions publicizing the details of securing 
a renewal of enrollment. 


Speaking before the Association of Certi- 
fied Public Accountant Examiners at Seattle, 
September 24, Director Lea intimated that 
the new renewal procedure will not be much 
different from that followed in 1952 when 
the practice of issuing enrollment cards for 
five years only was instigated by the Treas- 
ury. Renewals will probably be applied for 
by filing the short Form 23-A in the internal 
revenue region where the applicant resides. 
The application will be processed locally 
unless some doubt exists as to the favor- 
ableness or truthfulness of the applicant’s 
answers to questions on the form; in that 
event, they will be processed in the office of 
the director of practice after investigation 
and “pursuant to a procedure that will satisfy 
the requirements of due process of law.” 


The huge number of renewals requiring 
processing in 1957 is a result of a change- 
over in Treasury practice regarding enroll- 


ment that took place in 1952. Enrollment 
cards issued from 1921 to 1952 ran for in- 


definite periods. This practice was criti- 
cized by the King subcommittee and action 
was taken to bring the roster up to date. 
All previous enrollments were terminated 
and enrollees were required to file for re- 
newal. Between January 1 and June 30, 
1952, about 55,632 renewal cards were is- 
sued. Also during 1952, about 6,000 new 
enrollment applications were approved and 


cards issued. All of these cards will expire 
in 1957. 


Ethical responsibilities of enrollees.—The 
renewal of Treasury enrollment cards every 
five years provides the department with the 
opportunity for a periodic check upon the 
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qualifications and conduct of enrollees. How- 
ever, action by the Treasury against an 
enrollee who does not measure up to the 
ethical qualifications required is not limited 
to the time of renewal. Wilful and corrupt 
professional misconduct would be grounds 
for depriving an enrollee of his Treasury 


card at any time. 


In his speech before the accountant ex- 
aminers’ association at Seattle, Director Lea 
discoursed at some length on the ethical 
responsibilities of Treasury enrollees. 


Listed by Mr. Lea as violations of the 
ethical responsibility imposed by the regu- 
lations were (1) testing a client’s virtue by 
suggesting ways and means of tax evasion, 
(2) misrepresentation of professional status 
or privileges, (3) serving conflicting inter- 
ests, (4) soliciting business and (5) dis- 
closure of corfidences. 


It was stated that: “For an accountant to 
undertake cases involving constitutional 
issues or questions of general law as dis- 
tinguished from hybrid tax law, may, under 
certain circumstances, be a misrepresenta- 
tion by deed, which speaks louder than 
words.” An illustration given of a case 
possibly involving constitutional issues is 
one where a client is charged with criminal 
tax evasion. 


The tax official emphasized that a “Treas- 
ury card is not a license to practice law in 
the Federal tax field generally.” The priv- 
ilege to practice before the Department 
covers only a limited domain, relating to a 
matter pending before the Department. Just 
when a tax matter is pending before the De- 
partment is not clear cut under the regula- 
tions. “I think, however,” said Mr. Lea, 
“that we can generally say that a matter is 
pending before the Department from the 
time a tax return is filed and an examination 
of it by a revenue agent has commenced, or 
from the time a taxpayer makes a represen- 
tation or inquiry to the Department relating 
to a specific question. There is no general 
formula that can resolve such questions. 
Each question must be decided in the light 
of its particular facts. 


“Finally, it is to be noted that practice 
before the Department is at the administra- 
tive level only. It is limited to the presen- 
tation of a client’s interest to those in the 
administrative hierarchy within the Depart- 
ment concerned with the Department's pri- 
mary responsibility of collecting revenue. 
It does not include the presentation of a 
client’s interests to the courts. Each of the 
courts has its own rules on that score.” 
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Articles 


Tax Credits 
for Foreign Investment 


This is a review of “Current Issues in 
the Taxation of Corporate Foreign In- 
vestment,"’ by Stanley $. Surrey. Colum- 
bia Law Review, June, 1956. 


The author is a professor of law, Har- 
vard Law School. 


While a domestic dollar earned is a dollar 
taxed (with the exception of those earned 
from natural resources, particularly oil and 
gas), a foreign-earned dollar gets more fa- 
vorable treatment. Why? The article under 
review takes a lucid look at the present 
status of, and proposed changes in, our 
taxation of corporate income from foreign 
sources, and seeks to answer the question. 


The author first studies the foreign tax 
credit device, by which domestic corpora- 
tions may deduct from their United States 
income tax bill amounts that they have al- 
ready paid in income tax to a foreign coun- 
try. The device was evolved to eliminate 
double taxation. There are those that argue 
that the device frustrates those foreign 
countries that reduce or eliminate their in- 
come taxes in a move to attract United 
States investors. As the author points out, 
however, the tax credit device was adopted 
not to stimulate foreign investment, but to 
maintain uniformity in the taxation of United 
States taxpayers. 

The second of two basic mechanisms of 
our income tax law operating to meet the 
problem of international double taxation is 
the treatment of foreign subsidiaries. The 
income from these subsidiaries is not taxed 
to the parent domestic corporation until it 
is received as dividends. But the benefits do 
not lie merely in tax deferral, the article 
points out. In many cases, the effective 


United States rate on the foreign profits 
received as dividends is only 45.2 per cent. 
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The reason for this is that the taxing for- 
mula computes the tax on the basis of divi- 
dends paid, then allows a portion of the 
foreign tax paid by the subsidiary as a tax 
credit of the parent against its United States 
tax on the dividends. 


Professor Surrey examines the current 
drive to secure a distinct United States tax 
preference for United States corporations 
having foreign income. A number of the 
lofty sounding principles that are being 
voiced in the campaign are analytically de- 
molished as mere smoke-screen tactics to 
secure a tax windfall. The real solution to the 
problem of encouraging the investment of 
American capital abroad lies in correcting 
the policies and attitudes of the capital- 
importing countries, not in using the United 
States tax system as a whipping boy, he 
states. 


So far, Congress has not yielded to the 
pressures of the campaign, and the author 
sees the possibility of its yielding becoming 
even more remote as the legislators gain 
an understanding of the proposals. How- 
ever, the Treasury Department seems to 
have a softer view. The article refers to the 
proposal made by Secretary Humphrey at 
a Latin American investment conference in 
1954. Under the proposal, if foreign coun- 
tries would waive general foreign income 
taxes for an initial limited period, the 
Treasury, by treaty, would permit the United 
States investor to deduct from his United 
States tax bill the taxes he would have paid 
the foreign country except for the waiver. 
Professor Surrey attacks the proposal as 
one of granting by treaty what Congress 
has refused by legislation. Also, he com- 
ments, if most of the underdeveloped 
countries adopt tax concessions, the attrac- 
tiveness of any particular one of them for 
investors would disappear, and the only one 
profiting from the device would be the in- 
vestor, since total foreign investments would 
probably not increase. 
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Tax Policy Inquiry 


This is a review of ‘Congress Inquires 
into Federal Tax Policy—The Joint 
Committee's Symposium,"’ by Arthur L. 
Berger. University of Pittsburgh Law 


Review, Summer, 1956. 


The author is a Harrisburg, Pennsylvania 
attorney. 


This article reviews the recent publication 
of the Joint Committee on the Econdémic 
Report entitled Federal Tax Policy for 
Economic Growth and Stability. The vol- 
ume includes papers presented by 84 tax 
experts. Mr. Berger’s summary and comment 
follow the outline of the joint committee’s 
publication. 


The author finds that the contributors to 
the first section of the symposium, which 
discusses the aims of tax policy, are in 
agreement that tax policy is an important 
tool as an economic stabilizing device. The 
article quotes Professor Smithies, of Harv- 
ard, who states: “The tax system appears 
to offer no impediment to a satisfactory rate 
of growth. “i 


In the second group of papers dealing 
with the impact of taxation the article lists 
as significant the paper presented by Rich- 
ard A. Musgrave of the University of 
Michigan. Professor Musgrave offers the 
conclusion that our total tax system is not 
quite as progressive as might be thought, 
with only a 14-point difference between the 
group earning less than $2,000 and that 
earning over $10,000 in the percentage of 
income paid out in taxes. In one, the figure 
is 26.9 per cent; in the other, 40.9 per cent. 
This lack of progressivity is largely due 
to state and local taxes. 


The economists are not in unanimity on 
whether the tax system has been, will be 
or should be a factor in determining the 
amount or source of funds for capital in- 


vestment. Mr. Ralph E. Burgess of Ameri- 
can Cyanamid Company blames the tax 
system for forcing industry to rely on bor- 
rowing for expansion, thereby relegating 
reinvestment and new equity capital to in- 
ferior roles. Other are not fearful; the 
amount of invested capital increases every 
year and the investment rate seems to 
accelerate as taxes increase. The immediate 
problem, they say, is not pressing. 

The article describes the section of the 
symposium dealing with the “loophole” 
problem as having generated the most dis- 
cussion. The progressive rate structure has 
been eroded over the years and taxpayer 
confidence will not be increased by statistics 
presented by the late Randolph Paul, says 
the author. “The present rate structure, for 
example, indicates the apparent effective 
rate for an unmarried individual with an 
income of $100,000 as about 67 per cent. 
This is a high rate of tax, on paper. The 
statistics indicate that the actual effective 
rate for 1952 was 53 per cent, and if the 
nontaxable half of capital gains were in- 
cluded, the effective rate would go down 
to 45 per cent.” 


What about the role of excises in tax 
policy? The article describes the views of 
Harley Lutz of Princeton, who argues for 
the continuation and extension of our excise 
tax system, considering them the most prac- 
tical substitute for what he considers the 
abuses of the progressive income tax sys- 
tem and, because of their stability, partic- 
ularly suitable for our now customary high 
level of government spending. But, argue 
Mr. Lutz’s opponents, the stability of ex- 
cises as revenue producers are their greatest 
weakness; since they exact the same toll in 
good times as in bad, they can hardly be 
said to contribute to the economy’s sta- 
bility. 

Only a few of the sections of the sympo- 
sium discussed in the article are reviewed 
here. In total, 17 facets of federal tax policy 
were treated. 


THE NEW DEPRECIATION REGULATIONS— 


Continued from page 745 


the construction be done by the taxpayer, 
and hence B is denied accelerated deprecia- 
tion. Moreover, distributees, vendees, etc. 
are not considered original users. Thus, 
property distributed by a partnership to a 
partner is not eligible under Section 167 
(c)(2) even though the original use may 
have commenced with the partnership. 


Articles 


Other Matters 


The remaining portions of the regulation 
relate to agreements with the Commissioner 
regarding useful life, change in methods of 
depreciation, basis for depreciation, and al- 
location of depreciation among beneficiaries 
and trusts and among heirs and estates. 


Life tenants may take depreciation as if sole 
owners. [The End] 
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Meetings of Tax Men 


New York University—The New York 
University Fifteenth Annual Institute on 
Federal Taxation is being held November 
7-16 at the Hotel Statler, New York City. 
Last-minute information on the forum may 
be obtained from Henry Sellin, Executive 
Director, Institute on Federal Taxation, 
New York University, 1 Washington Square, 
New York 3, New York. 


Tulane University.—Latest information 
on controversial and difficult tax problems 
will be provided in the program of the 
Sixth Annual Tulane Tax Institute, to be 
held November 14-17 at the St. Charles 
Hotel, New Orleans, under joint sponsor- 
ship of the schools of law and of business 
administration of Tulane University. Tax 
practitioners and executives will have an 
opportunity through this regional confer- 
ence to acquire information on practical 
tax problems from well-known authorities 
in the tax field 

Registrations are still being accepted for 
the institute. Information may be had by 
writing to the Tulane Tax Institute, Tulane 
University, New Orleans, Louisiana. 


University of California.—Attorneys, ac- 
countants, trust officers, life underwriters, 
bankers and businessmen are invited to 
attend an “estate planners day” in San 
Francisco on November 8. The one-day 
program is under the auspices of the Uni 
versity of California School of 
Administration and University Extension 
in cooperation with the San Francisco 
Chapter of the American Society of Char- 
tered Life Underwriters 


Business 


The registration fee is $7. Further informa 
tion may be obtained from the University 
of California Extension, Berkeley 4, Cali 
Edward E. Keller, 38 


November, 


fornia or irom 
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Sansome Street, San Francisco 4, California. 
Mr. Keller is ticket chairman of the pro- 
gram. 

Tax Institute, Inc.—A symposium on 
“Financing Highways” will be held by the 
institute on November 8-9 at the Princeton 
Inn, Princeton, New Jersey. Homer E. 
Scace, research associate with the New 
York Legislature, is chairman of the pro- 
gram committee of the symposium which, 
according to the advance announcement, 
will “explore the impact of the new federal 
highway program on the states and local 
governments and give thoughtful 
consideration to various problems arising 
in this connection.” 

The registration fee is $5, and the lunch- 
eon fee for each day is $3.50. Reservations 
may be directed to Tax Institute, Inc., 457 


Nassau Street, Princeton, New Jersey. 


Wisconsin Bar Association.—The seventh 
annual tax school of the Wisconsin Bar 
Association will be held at the Loraine 
Hotel, in Madison, December 6 and 7. The 
meetings will be in two sections—with 
simultaneous sessions being held each day. 

Federal Tax Forum, Inc.—Wilbur D. 
Mills, chairman of the Ways and Means 
Subcommittee on Internal Revenue Taxa- 
tion, will be the guest of honor and principal 
speaker at the forum’s seventeenth annual 
dinner, to be held on December 6 at the 
Hotel Biltmore, New York City. Reserva- 
tions, at $12.50 each, may be made by 
addressing the Federal Tax Forum, Inc., 
902 Broadway, New York 10, New York. 

Alabama Association of Public Account- 
ants.—The association will conduct a tax 
clinic on November 15 and 16 at the Tut- 
wiler Hotel, Birmingham. The clinic is an 
annual event for the benefit of tax prac 
titioners in the area. Further information 
may be obtained by contacting William F 
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Poythress, 201 Exchange Building, Birming- 
ham, Alabama. 


Canadian Tax Foundation—The Cana- 
dian Tax Foundation will hold its tenth 
tax conference November 12-13 at the 
Windsor Hotel, Montreal. 


Georgia Tax Case Settlement 

In our August, 1956 issue we noted the 
settlement of the income tax case of Stock- 
ham Valves & Fittings, Inc. v. Williams, 
Docket No. A-48097, Superior Court, Ful- 
ton County, Georgia, The case was settled 
on considerations not connected with the 
legal questions raised therein, which raised 
the issue of constitutionality of the taxation 
of foreign corporations under the broad 
statutory declaration of “doing business” in 
the state. The state revenue department has 
not changed its legal position and the dis- 
position of the case is inapplicable to any 
other taxpayer and to any other tax years 
of the same taxpayer. 


Supreme Court Action 
on State Tax Cases 


As of October 15, eight state tax cases 
up for consideration when the United States 
Supreme Court opened its new term had 
been cleared from the docket. 

On its first decision day, the Court af- 
firmed, per curiam, Field Enterprises, Inc. v. 
Washington (Docket No. 214), in which the 
Washington Supreme Court had decided 
that a publisher which maintained an office 
in the state, at which orders were taken 
incidentally; which actively solicited orders 
through salesmen, subject to home-office 
approval; and which shipped goods directly 
to buyers was subject to a business and 
occupations tax measured by gross receipts. 
As authority, the Court cited its ruling in 
Norton v. Department of Revenue of Illinois. 
In the Norton case, however, the company 
was qualified to do business in the State 
of Illinois, and the state was attempting 
taxation only of business which utilized an 
office in the state either in receiving orders 
or in delivering as inexpensively as possible. 

The other seven cleared cases included 
three in which certiorari was denied: Leon 
ard v. Bowers (Docket No. 206), Gulf, Mobile 
and Ghio Railroad Company v. People (Docket 
No. 166) and District of Columbia v. Radio 
Corporation of America (Docket No. 152); 
two income tax actions dismissed per curiam 
for lack of substantial federal issues: Good 
win wv. State Tox Commission (Docket No 
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170) and Williams-McWilliams Industries, 
Inc. v. McKeigney (Docket No. 226); one 
franchise tax case dismissed per curiam 
for want of a substantial federal question: 
Van Huffel Tube Corporation v. Bowers 
(Docket No. 66); and another franchise 
tax case dismissed per curiam: Pacific West- 
ern Oil Corporation v. Franchise Tax Board 
(Docket No. 99). 

Eight cases are still pending before the 
Court: Michigan Corporation and Securities 
Commission v. Panhandle Eastern Pipe Line 
Company (Docket No. 354), Union Proper- 
ties, Inc. v. Brennan (Docket No. 392), 
Detroit v. Murray Corporation of America 
(Docket 401), District of Columbia v. Wash- 
ington Post Company (Docket No. 406) (see 
below under “Atlantic States”), Mississippi 
River Fuel Corporation v. Fontenot (Docket 
No. 409), Heisey v. County of Alameda 
(Docket No. 473), Morey v. Doud (Docket 
No. 475) and West Point Wholesale Grocery 
Company v. City of Opelika (Docket No. 
478). 


Bringing the total state tax case-load at 
the beginning of the term up to 18 are two 
actions awaiting review by the Supreme 
Court: Nelson v. City of New York (Docket 
No. 30) and Leslie Miller, Inc. v. State of 
Arkansas (Docket No. 51). 


Atlantic States 


Income taxes—In Massachusetts, the 
deduction allowed for federal income taxes 
has been simplified. The amount deductible 
for federally imposed taxes on income from 
a profession, employment, trade or business 
shall be equal to the tax due to the federal 
government on account of such income re- 
ceived or accrued within the year, increased 
by the amount of any tax deficiency for a 
prior year paid during the year in question 
and decreased by the amount of any refund 
for a prior year, provided such deficiency 
or refund has not been taken into account 
in the computation of tax liability for the 
prior year. The provision, under Chapter 
517, became effective October 9, and is 
applicable to taxable years beginning after 
1955 


Sales and use taxes.—lIllinois and Penn 
sylvania sales taxpayers can look with envy 
at their Connecticut c 
and use tax rate has 
3% per cent to 3 per cent 
system is provided 


less than 20 cents are 


whose sales 
reduced from 
A new bracket 
which 


exempt 


USING, 
been 
under sales of 
Crenerally 
wll de« le 


76! 


the delivery date of merchandin 





the rate of tax to be charged. Merchandise 
delivered in October will be taxed at the 3 
per cent rate, even where purchased and 
billed during September. 


But that’s not all—the tax rate is ex- 
pected to remain at 3 per cent only until 
next July 1, when a further reduction to 
2 per cent is scheduled. 


Pennsylvania legal unit rulings were is- 
sued during August and September dealing, 
among other subjects, with “sales at retail” 
of air-conditioning equipment; limitation on 
fixed-price contract exemption; sales by 
an artist of his work; “extra work” in rela- 
tion to the fixed-price contract exemption; 
locomotive fuel oil as tangible personal 
property; exemption of certain agricultural 
implements; status of equipment for com- 
pression of scrap metal; lumber and nails 
used in crating products for shipment; board- 
ing houses and tourist homes as vendors of 
meals; out-of-state motor-vehicle rental con- 
cerns; and coin-operated amusement and 
record-playing devices. Legal Unit Ruling 
No. 51, which was revised during August, 
defined the exempt status of property used 
directly in horticulture as not applicable 
to persons in the business of servicing plants, 
flowers and other vegetable growths owned 
by other persons, unless the owner himself 
would be exempt from tax. 


By its recently issued Tentative Regula- 
tion No. 1, the Pennsylvania Department of 
Revenue has indicated that legal unit rulings 
have the force and effect of regulations. 


A review by the United States Supreme 
Court upon writ of certiorari is being sought 
by the District of Columbia in District of 
Columbia v. Washington Post Company. The 
Court of Appeals for the District of Colum- 
bia has held that purchases of comic-strip 
mats by a daily newspaper, where the cost 
of the “mats” is less than 10 per cent of the 
charge for services rendered, are not subject 
to District of Columbia use tax, since the 
sales involved are inconsequential elements 
in personal-service transactions in which 
the newspaper merely purchases creations 
of an artist and the right to reproduce them. 
If Supreme Court review is granted, the 


result may be of interest in other jurisdic- 
tions—particularly in Rhode Island. 


Western States 


Property taxes.—The Colorado Supreme 
Court’s June 25 opinion in Young Life Cam- 
paign v. Board of County Commissioners of 


County of Chaffee et al., previously reported, 
has been revised—while the conclusion of 
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taxability is held valid, the reasons are 
modified: A foreign nonprofit corporation 
may not claim a property tax exemption if 
its activities do not benefit the residents 
of the state where it is located. Only cor- 
porations created or controlled by the state 
or foreign corporations that operate to aid 
Colorado taxpayers are exempt. 


In Fivas et al. v. Petersen et al., decided 
August 16, the Utah Supreme Court held 
that, pursuant to Section 59-10-9 of the 
Utah Code Annotated, it is the county 
treasurer’s responsibility to furnish each 
taxpayer with a notice of the valuation of 
the property assessed against him and the 
amount of tax due on it. The notice is to 
be forwarded by mail to the address noted 
on the assessment book or it is to be left at 
the taxpayer’s residence or usual place of 
business if it be known. 


Classification of industrial property for 
tax purposes was declared unconstitutional 
by the Montana Supreme Court in Victor 
Chemical Works v. Silver Bow County et al. 
(September 19). Chapter 178, Laws 1951, 
placed industrial property in two classes 
and taxed property put in use for the first 
time at 7 per cent of its assessed value for 
the first three years and at 30 per cent a 
year after that. It was decided that although 
the purpose of the classification may have 
been encouragement of industries to locate 
in Montana, the statute is so worded that 
any industrial property put in use for the 
first time could take advantage of the lower 
taxation rate. The classification discrim- 
inates “in favor of one as against another of 
the same class.” Also, if the statute is 
construed to grant an exemption, it is 
unconstitutional and void. 


Pacific States 


Income taxes.—The income tax deduction 
for production credit associations has been 
clarified in a ruling of the Idaho tax col- 
lector. According to the collector, such 
associations will be able to deduct, for in- 
come tax purposes, an addition to the bad- 
debts reserve of not more than three 
quarters of 1 per cent of the outstanding 
uninsured loans at the close of the taxable 
year, subject to a ceiling reserve of 4% per 
cent of such loans. All loan losses or recoveries 
must be entered in the reserve for the tax- 
able year before the computation of the 
addition to the reserve. The collector 
further indicated that this method may be 
employed until such time as the taxpayer’s 
experience indicates the necessity for an- 
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other rate or ceiling, as a result of changing 
conditions. 

In accordance with recently reported legal 
department abstracts published by the Ore- 
gon State Tax Commission, Income Division: 


(1) The installment method of reporting 
income is not available to a taxpayer who 
sold property in 1952 if the first payment 
was received in 1953. Under pre-1953 law, 
it was required that “initial payments” be 
made in the year of sale in order to make 
the installment method available. 


(2) The 45 per cent surtax must be im- 
posed upon an estate for which a tax re- 
lease has been issued after August 3, 1955. 
In a case where an executor requested a 
release several days prior to the effective 
date of the 45 per cent surtax on the per- 
sonal income tax but the release was not 
issued until after the effective date, the 
surtax is due on the estate’s entire net 
income. 

(3) The federal rule relating to “split- 
dollar life insurance” is O. K.’d to be fol- 
lowed in certain situations. Where a cor- 
poration pays the insurer the cash value 
of a policy on the life of an employee and 
is the beneficiary to the extent of the cash 
value or where a corporation pays part of 
the premium with a resultant diminution 
in the employee’s death benefit, the pay- 
ments are not taxable income to the em- 
ployee. Revenue Ruling 55-713 is followed 
in these instances unless the insured is 
the principal stockholder, or practically the 
sole stockholder, of the corporation. 


(4) If a surviving spouse with minor 
children reports on a joint return and may 
not take the dependency credit because of 
little or no income, she may take only that 
portion of the credit on the joint return 
which would be allowed on a separate 
return for her deceased husband’s short tax 


year, 


Income tax collections in Oregon are up, 
according to the state tax commission. For 


the 1955-1956 year, collections totaled 
$85,171,132, an increase of 49.9 per cent 
over the previous year’s figure. Personal in- 
come tax collections totaled $68,779,863, a 
60.7 per cent rise from the 1954-1955 sum. 
Corporation excise taxes increased to 
$16,391,269—a climb of 16.9 per cent. In- 
cluded in the corporation increase were 


$94,778 from public utilities and $8,792 
under the new corporation income tax, 


Doing business.—Recently, the Nevada 
Attorney General ruled that that state has 
no authority to exclude, or permit entry of, 
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Congressionally created corporations. In his 
opinion—rendered to Nevada's secretary of 
state—he held that a federal savings and 
loan association, organized under the laws 
of the United States, need not file with the 
secretary a list of officers and directors nor 
must it pay a $50 fee in order to enjoy 
privileges and benefits secured by Chapter 
228, Laws 1955. Under that statute, bur- 
dens there provided are to “permit certain 
foreign corporations, in the limited functions 
declared by the statute, to do business (in 
Nevada) as an exception to the law previ- 
ously applicable to such corporations.” The 
state has no authority over such an associa- 
tion as to its entry and no power to keep 
it out of Nevada; that authority emanates 
from the national government under the 
act, and the rule and regulation provided 
under the act. 


Southern States 


Income taxes.— Louisiana legislators gave 
considerable time, thought and effort to 
income tax problems during 1956. Among 
the latest effective changes were those of 
Acts 434-435 and 473. 


Act 434 deals with recognition of gain or 
loss. The general rule is that no gain or 
loss is to be recognized where property is 
transferred to a corporation by one or more 
persons solely in exchange for ‘stock or 
securities in the corporation if immediately 
after the exchange such person or persons 
are in control of the corporation. If this 
rule would apply to an exchange except for 
the fact that other property or money is 
received in addition to the stock or securi- 
ties, gain—if any—to the recipient shall be 
recognized, not to exceed the amount of 
money received plus the fair market value 
of the other property received. No loss 
shall be recognized. 


Under Act 435, when an amount is ex- 
cluded from gross income because of the 
discharge of indebtedness, that amount 
shall be applied in reduction of the basis 
of any property held by the taxpayer dur- 
ing any part of the taxable year in which 
the discharge occurred. The amount to be 
applied—not exceeding the amount exclu- 
ded from gross income, reduced by the 
amount of any deduction disallowed under 
Section 53.2—and the properties to which 
the reduction is to be allocated shall be de- 
termined under regulations prescribed by 
the collector of revenue. 


By the terms of Act 473, taxpayers are 
allowed to take the $400 dependency credit 
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for each dependent who receives his chief 
support for the calendar year in which the 
taxpayer's taxable year begins if that de- 
pendent has not reached the age of 18 before 
the beginning of the tax year or if he is 
incapable of self-support because of physi- 
cal or mental deficiency. Every person who 
furnishes the money (or its equivalent) 
during five months of such calendar year 
enabling any person over 18 but under 21 
at the year’s beginning to go to grade 
school, high school or college shall be al- 
lowed a $400 credit for each such person. 
The credit may not be claimed with respect 
to any individual who qualifies as a depend- 
ent. Under former law, if the status of the 
taxpayer changed insofar as it affected personal 
exemption or credit for dependents during 
the tax year, the credit was apportioned 
and the credit for educational expenses 
was allowed for each person 18 to 21 to 
whom the taxpayer furnished the where- 
withal for the benefits of a grade school, high 
school or college education. 

All of these acts became effective on Au- 
gust 1, 1956. 

When the Alabama Supreme Court de- 
cided the case of Sloss v. State of Alabama 
(3 stc § 250-361) on August 2, it affirmed 
the trial court, holding that federal income 
taxes paid by a transferee on a dissolved 
corporation whose net assets were distrib- 
uted as liquidating dividends to stockholders 
cannot be allowed as a deduction for state 
income tax purposes. The deduction is al- 
lowable only where the amount paid is for 
taxes imposed on the person paying it, who 
is the taxpayer “on whom the tax as such 
is primarily laid by the United States.” The 
court stated: 


“The question of whether a tax is im- 
posed as such by the United States, is governed 
by federal law and the decisions of the United 
States Supreme Court. Those decisions with- 
out conflict . . . are clear and unequivocal that 
the amount of the tax is assessed to a stock- 
holder receiving assets on dissolution of the 
corporation not because section 31l(a)(1)... 
[26 USCA (1939), as amended] makes him 
liable for the debts of the corporation, but 
because he is liable for the amount thereof 
in equity or at law under common law prin- 
ciples, and that the statute, supra, does not 
lay a tax on such stockholder but only 
provides an additional remedy to collect 
an existing liability to pay a tax laid on 
another.” 


On September 7, the Georgia Supreme 
Court ruled that a three-factor-ratio formula 
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—inventories, salaries and wages, and gross 
receipts—provided by state statute can be 
used by a corporate taxpayer for the pur- 
pose of determining the amount of its an- 
nual net income attributable to Georgia only 
if the income is derived from the manu- 
facture, ‘production or sale of tangible per- 
sonal property and if the corporation actually 
employs in its business activities all three 
of the factors comprising the allocation 
formula (State of Georgia et al. v. Coca-Cola 
Bottling Company, 3 stc {[ 250-364). 


An opinion of the North Carolina Attor- 
ney General, rendered on August 9, rules 
that compensation received by the widow 
of a federal employee killed in the course 
of his employment is subject to the state 
income tax. 


Another attorney general opinion is to the 
effect that contributions for the restoration 
of a historic house are deductible, when 
made to a memorial society for the purpose 
of acquisition and return to its origina! 
condition of such a house, to be made 


available to citizens of North Carolina and 
to others. 


Sales and use taxes.—A procedural change, 
brought about by Louisiana’s Act 438, effec- 
tive August 1, 1956, aliows interstate and 
foreign carriers to register as dealers for 
sales and use tax purposes. Persons en- 
gaged in transportation, for hire, of pas- 
sengers or property, by railroad, railway, 
automobile, motor truck, boat, ship, aircraft 
or other means may register, and thereafter 
may accrue and pay such taxes directly to 
the collector of revenue. They may make 
purchases in the state or import property 
into it without payment of sales or use 
taxes at the time of purchase or importation, 
provided such transactions comply with the 
collector’s rules and regulations. Reports 
and payment of the tax will be due on or 
before the twentieth day of the month fol- 
lowing the transaction. The taxable amount 


or tax base shall be determined by applica- 
tion of a mileage ratio—intrastate mileage 
to total mileage—to the total amount of 
purchases and importation. 


License taxes.—-Beginning January 1, 1957, 
Virginia will impose an annual license tax 
on suppliers of pulpwood, veneer logs, mine 
props and railroad crossties who furnish 
such materials to manufacturers’, mine oper- 
ators’ and railway companies’ suppliers subject 
to the tax on capital. The rate will be $15 
for the first $10,000 in sales during the pre- 
ceding year and ten cents for each $100 
in sales over $10,000. 
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Federal Tax Calendar 


December 3 


(December 1 is a Saturday)—— 


Last day for an employee to file amended 
withholding exemption certificate for 
ensuing year where exemption status 
has changed prior to December 1. If 
the decrease in exemptions occurs in 
December, the new certificate must be 
furnished within ten days of the date on 
which the change occurs. Form W-4. 


December 17 


(December 15 is a Saturday) 

Payment of the second (last) installment 
of 10 per cent of estimated tax by cal- 
endar-year corporations; if the require- 
ments for a declaration are met after 
August and before December 1, the 
declaration and 20 per cent of the 
entire estimated tax must be paid; also 
an amended declaration can be filed, 
showing more or less estimated tax 
(Code Sections 6016, 6154). Form 
1120-ES. 

Due date, by general extension, of returns 
for the fiscal year ended June 30, 1956, 
in the case of (1) foreign partnerships; 
2) foreign corporations which maintain 
offices or places of business in the 
United States; (3) domestic corpora- 
tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 
service on duty outside the United 
States. (Code Sections 6081 and 6151; 
Regulations 118, Section 39.53-3(a).) 
Forms: (1) Form 1065; (2)-(4) Form 
1120; (5) Form 1040. 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, (2) employees’ 


tax deducted under Section 3102 and 
(3) employer’s tax under Section 3111 
where, during the preceding month, the 
aggregate of such amounts exceeded 
$100. If an employer pays wages to 
agricultural labor subject to taxes under 
(2) and (3) above, he will make a sepa- 
rate computation for this group to de- 
termine whether the $100 minimum has 
been exceeded. (Regulations 120, Sec- 


tion 406.606.) Form 450 (depositary 


receipt). 


Monthly information returns of stock- 


holders and of officers and directors of 
foreign personal holding companies due 
for November. (Code Section 6035.) 
Form 957. 


Due date for delivery to local director of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 


preceding month. (Regulations 71, Sec- 
tion 113.142.) 


December 31 
Due date for payment of the following 


excise taxes for November to an au- 
thorized depositary, if such taxes, re- 
portable for November, exceeded $100: 
taxes on safe deposit boxes; transporta- 
tion of oil by pipeline; telephone, tele- 
graph, radio and cable messages and 
services; transportation of persons; ad- 
missions, dues and initiation fees; gaso- 
line, lubricating oils and matches; sales 
by manufacturers, including sales of 
pistols and revolvers; processing of 
certain oils; sales by the retailer; 
manufacture of sugar; transportation of 
property; and diesel fuel. (Regulations 
477.4.) Form 537 (depositary receipt). 





4 TIMELY CCH TITLES 
... On Insurance ... on Taxes 


1957 U.S. MASTER TAX GUIDE 


Reflecting all important new regulations, “final” and “proposed,” right 
down to press time, this up-to-date guide also gives effect to such important 
new Code provisions as: tax relief for undistributed capital gains of invest- 
ment companies; drought losses on livestock; patent royalties; expanded 
self-employment tax coverage for lawyers and most other professional per- 
sons; and many, many more. Authoritative; built throughout on the Internal 
Revenue Code as amended to publication date, Treasury regulations, and court 
and Tax Court decisions. Complete, practical ; includes rate tables, withholding 
tables, check lists of deductible and nondeductible items, plus 1954 Code 
actuarial tables for computing taxable and tax-free parts of annuities. Topical 
index ; 432 pages, 6” x 9”, heavy paper covers. Ready ea:ty November. 

Price, $3 a copy. 


FEDERAL ESTATE AND GIFT TAXES EXPLAINED 
—INCLUDING ESTATE PLANNING 


Well organized, dependable, understandable. Emphasis is upon what is 
and what is not subject to federal estate and gift taxes rather than the techni- 
calities of filing returns. Sample schedules illustrate the methods used in 
filling in various schedules, with official instruction included wherever neces- 
sary. Special tables and discussion demonstrate actual effects of various 
courses of action in estate planning. Indexed; 288 pages, 6” x 9”, heavy 
paper covers. Price, $3 a copy. 


HOW FEDERAL TAXES AFFECT LIFE INSURANCE 
AND ANNUITIES 

Outlines principles of federal income, estate and gift taxation involved 
in most life insurance and annuity problems, including those arising under 
particular relationships, e.g., debtor-creditor, employer-employee, partner- 
partnership, and others. Includes special study of insurance-funded retire- 
ment payment plan for executives, with tax savings accruing to the executive 
and his corporate employer. Index, case table; 64 pages, 6” x 9”, heavy 
paper covers. Price, $1 a copy. 


IT’S YOUR ESTATE .. . Protect It While You Can! 


For use now and throughout 1957, this new edition provides informed 
and informative guidance for safeguarding an estate against unnecessary 
taxes, expenses, and liquidation losses. Helps answer the basic estate planning 
question: “How to set up estate so heirs get the maximum portion of it?’ Of 
real aid in formulating the best estate plan for each individual. Includes con- 
venient tables, sample estate planning inventory sheet. Index; 32 pages, 
6” x 9”, heavy paper covers. Price, $1 a copy. 
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